








The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS 








Vol. 37 FEBRUARY, 1924 No. 2 








Building and Loan Associations 


By R. J. BENNETT 


The building and loan association provides a safe means for 
the investment of small savings. The money thus obtained through 
monthly instalments is loaned to members on mortgage or stock 
security and the earnings therefrom distributed to the members. 
These associations are incorporated under state laws and are 
governed by the requirements thereof. 

Philadelphia is the home of building and loan associations, 
the first in the United States having been organized here in 1831. 
This city alone with a population of two millions had early in 
1923 over 2,400 associations with 850,000 stockholders and with 
assets exceeding $402,000,000. The state of Pennsylvania leads 
all others with 1,251,000 shareholders and over $624,000,000 in 
assets, and is followed closely by Ohio, New Jersey, Massachusetts, 
Illinois, New York and Indiana. 

All associations make annual reports to the state and likewise 
reports to the members. Annual audits are required by committees 
of stockholders and frequently by certified public accountants. 
In addition to this, periodic audits are made by officers of the 
state banking department whose requirements are rigid and 
exacting. 

The management of building associations is vested in boards 
of directors. As a rule the secretary and treasurer are the only 
officers who are compensated for their services; the directors in 
most cases serve without pay and consider it a privilege to do so 
because they realize that the association is a civic benefit. The 
prestige of these organizations is growing, and while they have 
a few sins to answer for they have a multitude of good deeds to 
their credit. 
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The Value of a Share 


The value of a share depends upon the amount paid in, the 
time it has run, and the success of the association. The monthly 
payment is either $1.00 per share with a maturity value of $200, 
or 50 cents per share with a maturity value of $100. Double- 
payment shares in either of these cases require double the amount 
of dues, causing the shares to mature in a shorter time. Share 
payments are sometimes around 60 cents or 70 cents per month, 
and have a maturity value of $200; but this class of stock is 
used (in Pennsylvania) mostly by associations which carry the 
insurance feature in connection with the shares. 

In each share there is the paid-in value, the book value, the 
withdrawal value and the par value. Par is really a misnomer, 
because when the share reaches par it has matured and is paid 
off. Sometimes the settlement value of a share is slightly above 
par, due to the satisfactory accumulation of profits and to the 
fact that the payment date was slightly delayed. 


Fees and Fines 


There is usually an entrance fee of so much per share, and a 
transfer fee, and sometimes a withdrawal fee on shares drawn 
out before maturity. A fine is nearly always levied on delin- 
quent payments, the amount as a rule being 2 per cent. per month 
on the amount due. As to fees, fines, premiums, and so forth, 
each association is a law unto itself. 

There are certain kinds or classes of shares, and membership 
thereunder varies to some degree. While most associations 
operate on the serial plan there are some states, such as Ohio, 
Massachusetts and others, which permit activities that more nearly 
approach the regular savings-bank principle. In Pennsylvania, 
associations are of a local nature and are therefore under close 
supervision by the officers and directors, which is not always 
possible when they are large or unwieldy. 


The Serial Plan 

Since the serial plan is most generally used it is selected as 
a basis for this article. Under this plan the stock is issued in 
series—that is, a new series begins yearly, half-yearly, quarterly, 
or monthly. New members may pay back to the beginning of 
the current series, or else wait for a new series to begin. 
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One may become a member in the quarterly series without 
having to make large back payments. The series are numbered 
in consecutive order, as first, second, third, and so on. Each 
series of stock differs in value from the others and of course 
matures at a different time; it dates from the time of its issue 
and runs its course independently of other series issued before or 
after. Each series is retired at maturity according to the amount 
stipulated, whether $200 per share or less. The profits are 
apportioned annually or oftener among the shares in the different 
series according to the time the series has run and the number 
of shares therein. When the monthly instalments and the profits 
apportioned to the shares of any given series equal the par value, 
they are said to have matured. They are then paid off or perhaps 
may be turned into full-paid stock or else returned to the asso- 
ciation in the form of a temporary loan. 


Sources of Income 
The various items of income are listed below but this does 

not mean that all would necessarily be found in any one associa- 
tion. The income should of course be represented by ledger 
accounts duly opened and classified, though in some cases the 
ledger is either omitted entirely or else partly represented by 
accounts opened on succeeding pages of the cash book. The 
income accounts are as follows: 

1—Interest on loans 

2—Interest on bank balances 

3—Interest on investments 

4—Entrance fees 

5—Transfer fees 

6—Withdrawal fees 

?—Premium on money -loaned 

8—Fines from members 

9—Profit on withdrawing shares 

10—Rents received 

11—Profit on sale of real estate 

Without loans an association could not exist, since that is 
the chief source of income. All loans as a rule are made to 
members, all earnings come from members, all profits belong to 
members, and everything is owned by the members. Members 
who withdraw before the maturity of their share usually forfeit 
a portion of their profits to the association. Those who remain 
benefit thereby. 
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The Expense Accounts 

The running expenses of an association are few and are paid 
out of the general income. Some associations require a fee of 
10 or 25 cents per share from members once or twice a year to 
meet the running expenses; especially in associations which 
charge no premiums to borrowing members. 

The following is a list of the usual operating expenses, though 
they may not all be found in any one case; and perhaps even 
other expense items might appear occasionally. Indeed in some 
of the larger associations operating in Massachusetts, Ohio and 
New York the list of accounts are fully as comprehensive. The 
usual expenditure accounts are as follows: 


1—Expense of organizing 
2—Salaries of officers 
3—Printing and stationery 
4— Advertising 

5—Rent of office 

6—Interest on borrowed money 
?—Interest on withdrawals 
8—Interest on matured stock 
9—Interest on full-paid stock 
10—Legal expenses 
11—Insurance expenses 
12—Taxes and water rents 
13—Losses on real estate sold 
14—Repairs to property 
15—Sundry expenses 


Assets and Liabilities 

Building associations, like banks, deal entirely in cash. The 
receipts from monthly dues and other sources are paid out to 
the borrowing members. Therefore the assets of an association 
consist chiefly of loans on mortgages, stock loans, securities, real 
estate, cash, and so forth. The liabilities consist chiefly of instal- 
ment payments, full-paid stock, paid-up stock, accumulated profits, 
borrowed money, and miscellaneous liabilities. Many associa- 
tions create contingent funds as a precaution against losses, the 
percentage usually being designated by law as a certain per cent. 
of the assets or of the capital or of the dues paid in. 

The following is a balance-sheet of the John B. Stetson 
Building and Loan Association of Philadelphia, composed largely 
of employees of this well-known hat company. It is remarkable 
for its simplicity. 
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Balance-sheet December 30, 1922 





ASSETS LIABILITIES 

Bond and mort- 1,470 shares 32 series, 182 months $ 194,040.00 

gage loans $1,593,925.00} 1,222 “ 33 “ 120 “a 146,640.00 

Stocks loans 159,850.00} 1,332 “ 34 “ 108 v6 143,856.00 

Unpaid dues 4,683.00 —. ae 96 = 90,144.00 

Unpaidinterest 1,989.67} 2,026 “ 36 “ 84 ” 170,184.00 

Bal.intreasury 8,792.14] 1699 “ 37 “ 72 - 122,328.00 

ae: oe 60 x 107,580.00 

ae eee 48 a 104,688.00 

3oma—“* 36 2 141,192.00 

— " -=-2 * 24 6 67,248.00 

a. * @ * 12 oi 37,656.00 

Dues paid in advance ........... 846.00 

Interest paid in advance ........ 100.25 

Undivided profits ............... 337,737.56 

PR Rr 105,000.00 

$1,769,239.81 $1,769,239.81 
Distribution of Profits 


This is an interesting phase of building-association activities, 
particularly for the accountant, but unfortunately there seems to 
be a lack of uniformity in the methods of distribution. Several 
formulas for apportioning profits are in use, some of which are 
quite ingenious. Two or three of these are illustrated below. 

Profits belong to members, and distribution thereof is made 
according to the age of the series and the number of shares 
invested therein. A new association with only one series out- 
standing may easily determine the profit per share by dividing 
the total profits by the number of shares; but if two or more 
series have been issued the apportionment becomes more complex. 

The three general plans of recording profits on the books of 
associations are as follows: 

(a) All profits are credited to an account called. “Profits” or 
“Undivided Profits,” or some similar name, and the dis- 
tribution thereof to series, is made entirely on report 
sheets. The report sheets are submitted annually to the 
state and printed copies distributed to the members. Each 


year all accumulated profits for all years are reappor- 
tioned to the several series, and of course to the shares. 


(b) Under this plan the profits and the dues are added together 
and credited to one controlling account, or to an account 
for each series. This account will at any time show the 
book value of all series or of each series as the case may 
be. For example, the series account contains credits for 
the several years’ dues and profits and debits for the 
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withdrawals of dues and profits. The aggregate dues and 
profits of all outstanding series at the beginning of the 
year comprise the invested capital; but to this must be 
added the average instalments for the current year to get 
the capital investment for the year. This capital invest- 
ment less drawings therefrom divided into the year’s net 
profit will give the per cent. of profit. 


(c) The third plan is similar to the second, with the added 
advantage of individual accounts of members brought 
right up to date. Each year or oftener the members’ 
book accounts and pass books are credited with their shares 
of the profits for the year. The general-ledger accounts 
may be kept the same as in plan two with the additional 
individual credits for earnings. 

Under the first plan the yearly apportionment of profits 
includes the redistribution of all accumulated profits; under the 
second there is an apportionment of only the year’s net profit, on 
the basis of the yearly capital investment; under the third, indi- 
vidual accounts are kept with the several members and both dues 
and profits included therein. In the first two, members’ accounts 
contain only the dues paid, while the third records everything. 
The first plan prevails in most Pennsylvania associations and is 
the one used in this contribution. 


Averaging Instalments and Interest 


There are several methods of distributing profits, but in all of 
them the average investment period of the monthly instalments 
must be used. The application of two or three prevailing methods 
can best be illustrated by means of examples. 

Example 1. If $1 is paid monthly in advance for 12 months 
on a share of stock, what is the average time of investment? At 
6 per cent., what is the amount of interest earned thereon? 

Answer 1. The average time is 6% months, and the interest 
39 cents. The average time can be determined by stating the 
number of months each dollar has been invested. For example, 
the first dollar has been invested for 12 months, the next for 11 
months, the next for 10, and so on down to the last, which has been 
invested for one month. All of these added together give a total 
of 78 months (12+11+10+9+8+7+6+5+4+3+42+41=78), 
indicating an investment of one dollar for 7%8 months, or 
the equivalent of $12 invested for an average of 614 months 
(78+12=6%). The sum of the two extremes (12 and 1=13) 
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divided by 2 gives the same result, 6% months. That is, the 
number of months for the oldest shares plus one for the youngest 
divided by two gives the average number of months invested. To 
reduce the average to a yearly basis divide it by 12, twelve months 
to a year. 

The above method of averaging investments is applied to the 
distribution of profits in the next example. 

Example 2. The tabulation shows an association having five 
yearly series with 100, 200, 300, 250 and 400 shares respectively, 
and a net profit of $2,940 to be divided. The profits are divided 
according to the above plan. 











(1) (2) (8) (4). (5) (6) (7) 
Series Paidin Total Paidin Average Total for Profit 

per share shares per series No.months one month for series 

1 $60 100 $ 6,000 30.5 $183,000 $ 742.92 

2 48 200 9,600 24.5 235,200 954.83 

3 36 300 10,800 18.5 199,800 811.12 

4 24 250 6,000 12.5 75,000 304.47 

5 12 400 4,800 6.5 31,200 126.66 

Total 1,250 $37,200 $724,200 $2,940.00 


Column 5 shows the average number of months for which 
the series have been invested, and column 4 the total dues paid 
in on each. Column 4 multiplied by column 5 gives the amounts 
in column 6 with a total of $724,200, which indicates the number 
of dollars invested for one month. Then $724,200 divided by 12 
(the number of months in a year) gives $59,550, the amount of 
invested capital for one year, which in turn divided into the profit 
($2,940 + 59,550) gives 4.937 per cent. as the rate of profit for 
the shares. Now then, reduce each series to a yearly basis and 
apply the rate of earnings to obtain the amount per series—for 
example : 

In the older series, $6,000 has been invested for an average 
of 30% months or the equivalent of $183,000 for one month, 
or the equivalent of $15,250 ($183,000 + 12) for one year. Then, 
$15,250 for one year at 4.937 per cent. gives $742.92 for the 
series. Another column might be constructed between columns 
6 and 7 showing the yearly investment per series, giving $15,250, 
$19,600, $16,650, $6,250 and $2,600, each of which in turn 
multiplied by the 4.937 per cent. earning rate will give the result 


87 











The Journal of Accountancy 








shown in column 7. This plan will work regardless of whether 
the series are issued in even or uneven periods. 

The same results can be obtained without reducing the series 
to yearly bases by using only the monthly products and the 
earnings. For example, $724,200 divided into $2,940 gives an 
earning ratio of 4.05965 per cent., and for the oldest series 
$183,000 x 4.05965 gives $742.92, as stated above. The other 
series treated in like manner will give the same results. The 
relation of each series to the total is of course shown in column 


183,000 o£ 99.940, or $742.92; 
724,200 


of $2,940, or $954.83, and soon. The plan 


6. The profit for the first series is 


for the next 385,200 


used above is known as the “compound-partnership plan.” 


Half-time Averages 


For convenience the plan of averaging shown in example 1 is 
simplified by using an even half-time. For twelve monthly pay- 
ments the average time is usually taken to be an even six months 
instead of six and one-half. This method holds good also in 
averaging payments over a term of years, using the months as a 
basis. Payments over a period of 60 months, for example, have 
an average of 30% on the above plan, but 30 under this; for 48 
months the average is 24, for 36 months it is 18, and so on. 

Under this method of averaging the result in example 1 would 
be 36 cents instead of 39, and while the 39 is undoubtedly correct, 
experience has shown that in the end no hardship is incurred by 
using the simpler plan for averaging purposes. This principle and 
the use of earning powers are exemplified below. 


Earning Powers Explained 


Inasmuch as the series are uniform as to time, a basis of com- 
parison for the various years is obtained, since there is an exact 
ratio maintained in the relation of one series to another. This 
uniform basis is used in apportioning the profits to the different 
series. 

Referring to example 2, the $12 representing the first year’s 
instalments on the youngest series may be taken as the base. Give 
it an earning power of 1, the next series an earning power of 4 
(twice the time and twice the number of payments, 2 x 2), the 
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next an earning power of 9 (thrice the time and thrice the 
payments, 3 x 3),andsoon. Assuming that $12 for the first series 
has an earning power of 1, then it follows that $24 has an earning 
power of 4, $36 an earning power of 9, $48 an earning power of 
16, and $60 an earning power of 25, increasing in like progression 
as the years advance. The earning powers for the first ten years 
or annuity periods are 1, 4, 9, 16, 25, 36, 49, 64, 81 and 100. 
General Principles 

It is not possible in an article like this to give the several 
angles to the distribution of profits, but these are set forth in a 
book on building and loan associations that the writer has in 
preparation. The law of averages, however, applies in every case. 
Some associations issue yearly series, and others half-yearly or 
quarterly. Still others allow members to enter at any time without 
regard to series; this is known as the non-serial plan. 

Like results are obtained under the “half-time” and the 
“earning powers” plans outlined above, as anyone will see who 
takes the time to investigate. Half-yearly series progress in the 
same ratio as yearly, except that there are twice as many earning 
powers, while quarterly series have four times the earning powers. 
For example, in an association that has run for two years, the 
earning powers on a yearly-series basis are 1 and 4; on a half- 
yearly they are 1, 4, 9, 16; on a quarterly they are 1, 4, 9, 16, 25, 
36, 49, 64. The older series progress in like ratios. - 

Double-payment shares are treated the same as single, so that 
in apportioning profits they are reduced to a single-share basis. 
It is then an easy matter to restore them to their double value. 
The double-payment plan is becoming popular in Philadelphia, 
notwithstanding the fact that it is considered unfair to the single 
share members. 

Yearly Basis of Dividing Profits 

In the examples already illustrated the payments were all 
reduced to a monthly basis, and then divided by 12 to obtain the 
yearly investment basis. In the following example the averages 
are stated entirely on a yearly basis. 

Example 3. The results tabulated below are from the second 
year’s report, quarterly series, of an association recently audited 
by the writer. Half-time averages are used in explaining the 
investment period of each series, though stated in fractional parts 


of a year. 
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(1) (2) (3) (4) (5) (6) (7) 

Yearly Yearly Profit 
Series Shares Months Series average product per series 
1 525 xX 24 $12,600.00 xX l $12,600.00 $ 989.16 
2 170 X 21 3,570.00 X kK 3,123.75 245.23 
3 419 xX 18 7,442.00 xX % 5,656.50 444.06 
4 178% X 15 2,677.50 xX 1,673.44 131.37 
5 238 xX 12 3,396.00 x* % 1,698.00 133.30 
6 mn OU 9 72900 X x 273.37 21.46 
7 1938%4 X 6 1,161.00 xX % 290.25 22.79 
8 286 xX 3 88.00 «x % 107.25 8.42 
2,136 $32,433.50 $25,422.56 $1,995.79 
Undivided profits 03 
Total profits $1,995.82 


The $12,600 in the first series has been invested during the 
entire 24 months or for an average of one year; this reduced to 
a yearly basis gives $12,600 as having been invested for one year. 
In the second, $3,570 has been invested for an average of 7-8 of 
a year, or the equivalent of $3,123.75 for a full year. In the 
third, the average time is 34 of a year and the average investment 
equivalent to $5,656.50 for one year; and so on down to the last 
which shows $107.25 as the equivalent investment for one year. 

The yearly basis is logical and easy to comprehend. Column 
6 shows that $25,422.56 has been invested for an average of 
one year, while the profits to be divided amount to $1,995.82. 
Then $1,995.82 divided by $25,423 gives 7.85045 per cent. as 
the average rate of profit for the year. 

The first series has $12,600 invested for one year at 7.85045 
per cent., giving a profit of $989.16; the second has $3,123.75 at 
7.85045 per cent., or a proft of $245.23; and so on. The last has 
an investment of $107.25 and a net profit of $8.42. The 3 cents 
remain undivided as a result of dropping decimal places. 

















No Par Value Stock 
By F. H. HurpMan 


The subject of No Par Value Stock and its attendant problems 
has been before accountants and business men for several years 
and has resulted in a considerable amount of discussion with no 
very definite conclusions. Up to the present no clear statement 
has been made setting forth the problems requiring solution in the 
proper treatment of no par stock. 

Before proceeding with a discussion of the problems, let us 
attempt to determine what they are and how they arise. 

In order to approach the subject more directly let us eliminate 
from consideration no par stock with preference as to principal. 
It seems to me that the association of the two terms is anomalous 
and the fact that certain shares have a value which must be paid 
upon liquidation before anything can be paid on other shares, in 
effect gives the preference shares a par value and they should be 
so treated. 

What, then, is the essential difference between non-preference 
shares having a par value and similar shares having no par value, 
and what problems does this difference create for the accountant? 

A search for this supposed difference must result in the 
conclusion that there is, in reality, none and that consequently 
the mere issuance of no par stock instead of par value stock does 
not in itself create any problem for the accountant or warrant 
different procedure. 

The share of no par value stock is a certificate of ownership 
of one aliquot part of the net assets of a corporation. The share 
with par value is just that. Both are supposedly issued for value. 
The par value stock is issued for cash or property to the amount 
of its face. The value of the cash or property for which the no 
par value stock is issued immediately attaches itself to the shares. 

The capital stock account in either case should represent the 
value of the assets acquired in consideration for the issue of 
stock. There is an exception, of course, in the case where a 
company with par value stock receives cash or property of a value 
in excess of the face value of shares. If the actual values are to 
be recorded on the books, this situation necessitates a credit to 
capital surplus. Such necessity does not exist in respect to 
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companies having no par stock, as there is no arbitrary dollar 
mark to set a line of demarcation for excess values. 

Right here, however, a difficulty has been created, not by the 
issuance of stock without par value, but by the wording of some 
of the laws authorizing its issue. Some legislators have not been 
able to divorce their minds entirely from the old idea of a fixed 
value attaching to each share of stock. Consequently they have, 
in some states, written into the law the requirement for “stated 
value” or “stated capital.” 

In reflecting this requirement on the books and statements of 
corporations, two distinct theories have been followed by account- 
ants. The first theory has been that the stated capital requirement 
in effect gave the so-called no par value stock a par value. 
Accordingly capital contributions in excess of the stated capital 
have been credited to surplus. The second theory, and to my 
mind the more sound, was that this requirement was intended 
merely to fix a minimum amount which creditors might rely upon 
being retained in the business. In accordance with this theory 
all capital contributions have been credited to capital stock, the 
amount of stated capital being only noted on statements as an item 
of information. 

This appears to me to be the proper procedure. I cannot 
advocate separating the original contribution of capital in ordinary 
cases into two parts and styling one part capital and the other 
surplus. One of the advantages that no par stock offers is the 
avoidance of this necessity. 

The use of the term “stated capital” and the recognition of 
the amount stated as a separate item on the financial books of 
many corporations, has resulted in crediting much of the original 
contribution of capital to surplus account and the subsequent 
merging of surplus so created with earnings. This has in some 
instances been followed by the payment of dividends out of the 
surplus which represented original capital. 

Apart from the interpretation which may be placed upon the 
“stated capital” provision of some of the no par statutes, there 
seems to be little argument that may be offered to support such 
a division of original capital. 

The theory on which the stock of no par value is issued is 
that a share of stock represents one aliquot part of the net assets 
of a corporation. If each share represents one aliquot part, then 
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all of the shares represent the entire net value of the assets contrib- 
uted for the purposes of the business, together with all of the 
undistributed earnings. 

Some accountants have gone so far, in recognition of this 
theory, as to show the no par value stock at a value including the 
entire net worth of the business without segregation of the 
earned surplus. In so doing the accountant is failing to give all 
of the facts in relation to the net worth which it is his duty to 
show. 

The duties of an accountant in preparing a balance-sheet of a 
corporation are: 

1—To show the actual assets and all liabilities in significant 

groups and systematically arranged. 

2—To exhibit the net worth in such manner that the portion 

available for dividends may be distinguished from that 
portion which represents a more or less permanent invest- 
ment of stockholders. 


Though the laws of some states apparently allow the payment 
of dividends out of paid-in surplus and out of the capital contrib- 
uted in excess of “stated capital,” it is none the less true that a 
sound financial policy usually requires that dividends be paid only 
from earned surplus. It is, therefore, incumbent upon the 
accountant to show the balance of earned surplus as a distinct 
division of net worth. 

In the event that there is an actual operating deficit it is still 
desirable to show the contributed capital separately and to deduct 
therefrom the deficit from operations, clearly stated as such. 

The necessity for clearly defining the contributed capital on 
the balance-sheet is emphasized in Ohio, where, I understand, the 
law forbids the payment of dividends from any fund received 
from the sale or disposition of capital stock. 

I have thought it best, at the beginning of this discussion, to 
stress the simplicity which attaches to the construction or set-up 
of no par stock, and to convey the thought to you that the real 
difficulty, if any exists, is in preserving a definite separation 
between contributed capital and earned capital. 

The use of “stated capital” on the books and in statements 
with a consequent credit to surplus for a part of the contributed 
capital, has not helped in keeping this proper distinction but, to 
my mind, no great harm will be done if “stated capital” is 
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employed so long as it is grouped with the capital surplus on the 
statement and the combined total is shown as the contributed 
capital. However, I cannot see that any useful purpose is served 
in dividing the original capital. 

It is true that many business men advocate showing an initial 
surplus because to their mind the word “surplus” carries with it 
a sense of strength in connection with a balance-sheet. This 
is not warranted as it is the amount of capital in the business 
which gives strength to the financial position and not the amount 
of such capital which is called surplus. 

If my observations have been correct, most of the difficulties, 
which have been experienced by accountants in their contact with 
corporations having stock without par value, will be readily solved 
by following the principle of definitely separating contributed 
capital from earned capital. It matters little whether or not the 
contributed capital is separated into stated capital and capital 
surplus, so long as they remain intact and both are considered as 
permanent contributions for the uses of the business and provided 
they are so grouped on the balance-sheet that no confusion exists 
as to what constitutes contributed capital and earned surplus. 

I have been asked to touch briefly on the situations created 
by the use of stock of no par value in reorganizations. 

Reorganizations, I assume, is meant to include those changes 
in corporate organizations which only involve the issue of no par 
value stock in place of par value stock previously outstanding. 
This may be termed an internal reorganization. No great diffi- 
culty should be experienced in such a case. The amount of 
preferred stock, if any, should be shown under capital at its par 
or redemption value. The common no par stock should be shown 
at the same value as the stock it replaced, unless the terms of its 
issue included a transfer of an additional amount from surplus to 
capital, in which event the higher value should be shown. Any 
existing capital surplus should be included under capital and the 
undistributed earned surplus shown separately. 

Care should be exercised by attorneys and accountants in 
drawing up papers in connection with proposed reorganizations, 
to see that ridiculous situations do not arise. There does not seem 
to be any good reason for the issuance of preferred stock without 
par value even though the laws of some states permit it. Diffi- 
culties may arise in cases where the stated value absorbs all or 
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the bulk of accumulated surplus. In the event of subsequent 
losses the corporation may find itself in the position of having 
thereby depleted its stated capital. While under the laws of 
certain states a corporation might legally distribute as dividends 
the excess of assets over liabilities plus its stated capital, any 
reduction of that amount would make the directors liable for 
having paid dividends out of capital. 

In reorganizations which involve the formatior of a new 
corporation with or without a substantial change in capitalization, 
the situation confronting the accountant seems in no essential 
particular to differ from that involved at the incorporation of a 
new enterprise. 

The problem, if any, is not one created by any peculiarity 
inherent in no par value stock. The aim of the accountant should 
be to show the initial capital contribution in such a manner that 
it will be possible, at a later date, to differentiate between such 
capital and earnings subsequent to reorganization. 

As in the case of a new enterprise, it is preferable to credit 
all of the capital contributed at reorganization to the capital stock 
account but if a part is credited to surplus, this surplus must be 
definitely shown as capital surplus and not be merged at a later 
date with earnings. 

There are conditions, however, in some reorganizations which 
justify an initial surplus available for dividends. Where two or 
more companies with an earned surplus decide to merge without 
any material change except merging the capital of the several 
corporations, it would appear that as the new company is merely 
continuing the existence of its predecessors, its stockholders do 
not, by the mere fact of merger, transfer their accumulated 
earnings to a permanent investment status. 

In such a case the same procedure as advocated in internal 
reorganizations should be followed. The combined capital stock 
accounts and capital surplus, if any, of the underlying companies 
should be shown as the capital stock of the new company and 
the combined earned surplus should be specifically shown as 
initial earned surplus. 

It is apparent, however, that the merger agreement under 
which the consolidation of such companies is effected should 
provide specifically for the creation of this initial surplus available 


for dividends. 
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A study of the so-called problems raised by the issue of no 
par value stock forces the conclusion that these problems, if they 
exist, are susceptible of solution through the application of simple 
accounting principles mingled with a little common sense. 

A study of the practice of corporations with such stock, 
however, shows that in many cases neither one nor the other has 
been applied. I have seen the statement of one corporation in 
which the no par value stock was stated on its balance-sheet in 
several divisions, each division purporting to show the purpose 
and value at which a block of stock had been issued. This divi- 
sion is useless and has no value. After the issue of successive 
lots of no par stock, the consideration or purpose for which they 
were issued possesses little interest. They are all equally entitled 
to a share in the company’s profits and assets. The essential 
requirement is that they shall have been issued for value. It is, 
then, immaterial whether the property acquired was cash, stock 
in other companies, franchises or physical property. 

To illustrate the lack of simple common sense in the use of 
no par stock, I may cite a case which has been drawn to my 
attention. 

A corporation previously having stock of par value had been 
in the habit of declaring stock dividends monthly with a conse- 
quent transfer from surplus to capital stock. The corporation 
later changed the form of its capitalization to no par stock. It 
continued the payment of dividends in stock of the new type but 
in the resolution authorizing such payment no provision was 
made for a transfer from surplus to capital stock. It is apparent 
that the payment of a stock dividend in such a case was mean- 
ingless and that the stock issued thereunder was issued without 
value. As it was given to the existing stockholders, the only 
effect was to dilute their holdings. The principal aim usually 
sought in the declaration of stock dividends, namely, the transfer 
of earned surplus to permanent capital, was not achieved in this 
case. 

I have here a considerable number of statements of corpo- 
rations having stock of no par value. Some of them bear the 
certification of prominent accounting firms. It may be of interest 
to call your attention to the different methods employed on these 
statements in showing capital and surplus. 
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Out of a total of thirty-six published financial statements of 
corporations with stock of no par value there does not seem to 
have been any attempt in fifteen to segregate earned surplus. In 
the majority of these cases there will be found two divisions only, 
viz., capital and surplus. On thirteen of these statements it would 
appear that earned surplus had been clearly set out as such. 

On the balance of the statements there are some terms which 
at least, in the absence of further information, are subject to 
criticism because of their ambiguity. 


Case I 
Surplus 
Cy 9. 4 on anu g ate srs ais $62,895,360.00 
PU GUOND  winkdexcdescce esate 63,532,976.11 


It appears doubtful, in view of the fact that this is a recent 
consolidation of several companies, that the amount shown as 
“further surplus” represents undistributed net income since the 
date of merger. 


Case 2 


Surplus 
General surplus 
Appropriated surplus 


Inasmuch as the opening balance in the surplus account 
accompanying this balance-sheet reads “Balance, January 28, 1922, 
amended by recapitalization consummated September 11, 1922” 
it may be inferred that “general surplus” above does not wholly 
reflect earned surplus. 


Case 3 


Gately WN Sa via cXh onda ra kaeces sss cackeeneethineres $25,500,000.00 
Represented by 
75,000 shares 7% cumulative preferred stock, par value 
$100 each (whereof 14,850 shares have been acquired 
for retirement) and 
360,000 shares of common stock without nominal or par 
value. (Out of the authorized issue of 500,000 shares 
140,000 shares are reserved for subsequent issue.) 
14,850 shares of 7% cumulative preferred stock, par value 
$100 each, acquired out of surplus in accordance with 
provisions of certificate of incorporation and held for 


CUR ao << a've. anc ivnd vhs 5.08 deen cae eee 1,485,000.00 
$24,015,000.00 

Surplus, including surplus represented by preferred stock 
acquired for retirement ............-csececeececsececs 3,225,796.87 
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Case 4 
Capital stock (without nominal or par value) 
RNID Siiilsdiy ches hedd ses bucked 3,000,000 shares 
oo ic.aia's eal tear ailltee & dhlocrs detaatuaca 196,428 “ 
Issued and outstanding ......... 2,803,572 “ 
I IE Soo osc cbinehussd isp ee teasas eenteeawensad $15,000,000.00 


Capital surplus (from conversion of bonds, exchange of 
stock and acquisition of mining property) less capital 


EF PE PE A FORE 88,341,083.37 
Property surplus (stated value of discovery ore) .......... 12,883,524.00 
116,224,607.37 

Earned surplus (after deducting depletion) .............. 15,304,985.40 


This is an example of the allocation of capital or capital surplus 
to specific property or values acquired. It will be noted that 
earned surplus is clearly designated. 


Case § 

Capital and surplus 
Class “A” stock, no par value, 100,000 shares .......... $ 5,000,000.00 
Common stock, no par value, 200,000 shares ........... 11,080,201.61 


It is evident that this latter amount includes the earned surplus. 


Case 6 


Capital stock and surplus 
Preferred stock 
Common stock 
Initial surplus, February 15, 1922 
Current surplus as per statement attached 


It is very clear from the accompanying statement of current 
surplus that the amount shown on the balance-sheet represents 
earned surplus, less distribution, since the date of organization 
of the company, February 15, 1922, to close of the year. 


Case 7 


Capital stock 
7% cumulative convertible preferred stock 
(Par value of shares $100 each) 


EE cic acdugee ees Cp ede beet weees $ 7,000,000.00 
CO ES er ere ae 765.00 
EE ha Ue kak ance nseueuee ei 6,999,235 .00 
Converted into common stock .......... 2,000.00 
SEES KidcbccdncunpecvcndedehveccetHensens $ 6,997,235.00 
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Common stock without par value 


EPR OR rae 3,000,000 shares 
SRD dpKidugnaiscsandscars¥ cen 1,767,2243%6 “ 
EE. o sskeathsancaeened 1,232,7753% = “‘ 
Reserved for undeposited shares of 
Atlantic Petroleum Corporation. ... 544 Fe 
GS. « occnvedsnepenpase 1,232,281% “ 
Surplus 


Unrealized portion of surplus arising 
from appreciation in value of oil 
MINNIS oi ccc ck cdeead casas sonawess $ 9,356,613.41 
Surplus arising from operations 
Balance, Dec. 31,1922 $14,377,531.39 
Net earnings, six months 
to June 30, 1923, after 
deducting dividends 2,501,599.11 


16,879,130.50 
Deduct proportion ap- 
plicable to stock of 


subsidiary companies 
held by public .... 24,469.79  16,854,660.71 





Case 8 


Capital stock and surplus 
Preferred capital stock, 7% cumulative, authorized and 
issued, 150,000 shares of $100 each ............... 
Common capital stock, authorized and issued, 500,000 
shares of no par value and $2,250,000 apportioned 
to meet charter requirements as to stated capital and 
SE. SK nes 0nekS0s 654500k000455RR les ceed 


No segregation of earned surplus. 


Case 9 


Capital, less deficit 
Capital stock 


Preferred 30,000 shares, $100 par ................. 
Common 876 shares, $100 par .... $ 87,600.00 
Common 154,149 shares, no par 
OO WEEE ounakénavasncscses 10,307,566.09 
Common stock equity before deficit 10,395,166.09 
Dhcth, FG Wee Be cucvenscsecsers os 3,853,249.25 
Common stock equity after deficit ..............4. 
BERD NS oc shins ve oso os cd ea Ces ee 


35,820,250.38 


26,211,274.12 


$15,000,000.00 


9,301,381.12 
$24,301,381.12 


$ 3,000,000.00 
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Case 10 


Capital stock and surplus 
Preferred—authorized 70,000 shares of no par value, 


issued and outstanding, 66,115 shares 


ee 


Common—authorized 150,000 shares of no par value, 
issued and outstanding 115,700 shares and surplus .. 


Capital surplus arising from appraisal of properties 


eeeeeee 


No segregation of earned surplus. 


Case II 
Capital stock 


$ 7,933,800.00 
8,203,655.66 


16,137,455.66 
1,890,953.15 


TIC TE «s,s. « daiwa dleein Seta biseiain ak ea eee $32,181,600.00 


Debenture stock 6% 
Preferred stock 6% 


Common stock, no par value—20,646,327 shares issued 


and outstanding at $10 per share 
Common stock ($100 par value) 


Total capital stock 


ee ee ee 


Surplus over and above $10 per share of no par value com- 


mon stock 


100 


60,801,000.00 
16,183,400.00 


206,463,270.00 
700.00 


315,629,970.00 








The Nature of Income Tax 


By Cuarves F, SEEGER 


At present accountants differ as to the correct answer to the 
question, “Are income taxes an expense or a distribution of 
profits ?” 

In some instances leading firms have treated such taxes as an 
expense at the time of payment and for the current year. Other 
cases have been dealt with by bringing into account a provision 
for income taxes as an expense item for the period under review. 
Some have even accrued income taxes in preparing monthly 
interim statements in spite of the fact that the incidence of this 
taxation upon going concerns, is entirely dependent upon the final 
net results of an annual period. 

Other accountants have held and still hold that income taxes 
are a distribution of profits and as such, may, and should be 
charged against the surplus of a corporation in the same manner 
as dividends. 

Available court decisions dealing with this question are con- 
flicting ; the latest United States supreme court decision touching 
on the subject has been construed to hold that income and profits 
taxes are expenses of a corporation, yet the actual effect of the 
complete decision is such as to require the treatment of income 
and profits taxes as additional income to the shareholders. How 
can an item be expense to a corporation and income to its share- 
holders? 

It would seem that the matter is one worthy of serious atten- 
tion, so that if possible a uniform method of treatment may be 
adopted in the preparation of financial statements. 

The proper solution of the problem involves the application of 
certain relevant economic and legal principles in combination with 
generally accepted definitional explanation of the words “profit, 
income, tax,” etc., upon which accounting procedure may be predi- 
cated with the assurance that a sound foundation, and not one of 
mere opinion or expediency, exists. 

At this point attention may well be directed to the following 
lexigraphic views which assist in obtaining a clear conception of 
the subject matter. 
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The Standard dictionary gives, among others, this definition 


of “profit”: “Value acquired over and above the value parted 
with in the course of acquirement.” The following is given in 
respect to “income”: “the amount of money coming to a person 


or corporation within a specified time or regularly (when unquali- 
fied, annually), whether as payment for services, interest, or profit 
from investment; revenue.” Appearing under the definition of 
income, is the following definition of “income tax,” “a tax levied 
upon the income or profits of individuals.” The meaning of levy 
as expressed in the same dictionary is, in a legal sense, “(1) to 
seize or take (property) by virtue of a judicial writ thereunto 
commanding. (2) To impose or assess (a tax) on property and 
collect it under authority of law.” 

If the foregoing definitions are correct and controlling, then 
income tax is that part of the profits seized or taken by govern- 
ment and is not a deductible expense in arriving at the amount of 
profit made. Theoretically, most taxes are in the nature of a 
seizure of a portion of property, as, for example, immediately 
the tax is assessed the title to real estate is clouded until the lien 
of taxation is removed. 

Generally accepted economic laws and theory, with regard to 
taxation, appear to support the definitions just given as well as 
the resulting hypothesis. For instance, Ely, the economist, has 
said, ““Nowhere has there ever existed any such thing as absolute 
private property. The rights of private individuals have always 
been of a more or less limited nature, and among the rights 
reserved by the people in their organic capacity will be found in 
every civilized state the right to take, for such purposes as the 
law-making power may deem fit, a portion of the wealth produced 
by its citizens.” Another pertinent quotation from the same 
source is, “Government, a partner in production—taxes have been 
defended on still another ground. It is said that government par- 
ticipates in al! production, and is as much a factor in the creation 
of wealth as is land, labor or capital. . . . The argument con- 
tinues by asserting, that as government is a factor in production, 
it is entitled to a share of the wealth produced.” This, too, is a 
sound position, but it must not be overlooked that peculiar prin- 
ciples regulate the share of government. The portions which go 
to land, to labor, and to capital are determined, in a great measure, 
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by voluntary agreement, whereas government by virtue of its 
own sovereignty determines what share it shall take. 

In Principles of Economics Taussig states, “Then it is clearly 
proper to provide that profits above a given rate of return on the 
investment shall be divided with the state. The amount. going to 
the state in such case may be entitled a ‘tax’ or a ‘share.’ ” 

Now if, according to broad economic principles, taxation is 
based upon the right of people in their organic capacity to take a 
portion of the wealth produced by its citizens, and the govern- 
ment is a partner in production and as such is entitled to a share 
of the wealth produced and has a right to say what share it shall 
take and if itis clearly proper to provide that profits shall be 
divided with the state and the amount going to the state may be 
properly entitled either as “tax” or a “share,” it would seem that 
our income-tax laws come squarely within the purview of these 
economic laws and certainly represent in the final analysis a dis- 
tribution or a division of profits and not an expense. 

It must be admitted that the question has economic phases 
which might appear to support the opposite view. For instance, 
in discussing the subject of profits the economists incidentally 
include, among the deductible items, taxes. This, however, does 
not seem consistent with their viewpoint or construction of tax- 
ation as a share of profit to which the government is entitled. Is 
it not possible that in defining profit in that manner the economists 
have in mind the portion of profit which remains to the venture 
after deducting the government’s preferred share? 

It would be improper to attempt to decide the question sub- 
mitted without presenting the recent decisions of the federal courts 
in the case of the Georgia Railway & Power Company vs, Rail- 
road Commission of Georgia. 

This case had to do with the fixing of rates and was carried 
to the federal courts by the power company. In establishing rates 
the State Railroad Commission had allowed the Georgia Railway 
& Power Company to charge its federal income taxes as a cost of 
operation. Federal judges Bryan, Jack and Sibley, sitting as a 
special tribunal, reversed the commission on this point in the 
following language (Fed. Rep. Vol. 278, page 242) : 

“But we disagree with the commission in allowing the 
federal income tax as an expense of business. It is laid with 


substantial uniformity on all persons and business, certainly 
on all comparable to this. It is assessed on the net profit of 
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business after it is done, and payable the following year. The 
rate of it has often not been fixed until late in the year 
affected. The acts laying the tax expressly declare it not to 
be allowable as an expense of business for the purpose of 
demanded by the government in return for its manifold 
this tax. It is that part of the profit realized which is 
services and protection. Though in some businesses the tax 
has been added to the price and passed to the consumer, this 
has not always been done. In banking and other money- 
lending businesses, usury laws were not relaxed because of 
the income tax. Usurious interest is not legalized, because 
the excess is to be paid over as income tax. Holders of 
government securities above the exempted amounts at so low 
a rate of returns as 4%4 per cent. must pay the tax out of it. 
To permit law-controlled business to pass this tax to the 
customer, except as it may come to be reflected in generally 
higher returns obtained by invested capital would be to 
subvert the policy of the law that imposes it, and, instead of 
placing them on an equal footing with other investments of 
capital of similar security and permanency, would be to give 
them an advantage. It appearing that a net sum of $45,364.00 
was distributed as normal federal income tax over the months 
dealt with above in the accounting of operating expenses 
and taxes, the above profits estimated for a year should be 
increased by that sum, making $543,383.32 as the aggregate 
result.” 

The power company carried the case to the United States 
supreme court, which, on June 11, 1923, affirmed the decision but 
stated that the lower court erred in disallowing the federal taxes 
as a deduction. Yet the supreme court did not positively class 
the tax as an expense item but as either an expense or a charge in 
calculating whether the rate did yield a proper return. 

However, the supreme court further stated: 


“Tt must be borne in mind as pointed out in the Galveston 
Electric Company against City of Galveston, that, since 
dividends from the corporation are not included in the income 
on which the normal federal taxes are payable by stockholders, 
the tax exemption is, in effect, an additional return on the 
investment.” 

The principle enunciated with regard to the deductibility of 
federal taxes in both the Galveston and Georgia cases seems para- 
doxical, when compared with the actual effect of both decisions. 

Considerable space has been given in the Students’ Depart- 
ment of THE JouRNAL oF ACCOUNTANCY to the question of 


deductibility of federal taxes in determining a bonus. 
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Anent the foregoing the following will be found in Mont- 


gomery’s Income-tax Procedure (page 276, 1920 edition, and 
page 422, 1922 edition) : 


“Should taxes be eliminated from profits in computing bonus?” 
“In calculating the amount of tax to be paid by recipients 
of commissions, bonuses, etc., which are based upon the profits 
of a business or a department thereof, the question arises as 
to the obligation, if any, of such recipients to assume a share 
of the tax paid by the business. Payments of such commis- 
sions, etc., are expenses of the business and should be treated 
as such by deducting them from gross income before stating 
the net profits subject to excess profits and income taxes. 
It follows, therefore, that since the payments referred to are 
reported as allowable deductions, no tax of any kind has 
been paid thereon by the business, but the recipients must 
personally pay income taxes on any amounts they may receive, 
subject, of course, to statutory exemptions, other income, etc. 
Obviously, then, in the absence of any specific agreement to 
the contrary, it would be unfair to the recipients to compute 
such commissions, etc., on the income of the business after 
deducting excess profits and income taxes.” 


In the next two paragraphs, Montgomery continues this sub- 


ject, and inter alia states: 


“In claiming the amount paid to the employe as a deduct- 
ible business expense, the employer may be said to assent to 
the position that the employe is not liable to a tax based on 
net income.” 

As early as 1918 Montgomery’s /ncome-tax Procedure stressed 


the point that income taxes are not an expense (page 302, 1918 
edition). 


However, Montgomery has straddled the fence because on 


page 534 in volume 2 of Auditing Theory and Practice, published 
recently, the following appears: 





“Profit-sharing Plans,” 
Distribution of earnings: 


“When a distribution of a percentage of a net earning is 
made, it becomes necessary to determine exactly what earn- 
ings and expense items should be included in a statement 
prepared for the purpose, and whether the amount provided 
for federal income and profits taxes should be deducted in 
determining the net earnings. The taxes to be paid and the 
amount of the profit-sharing distribution are affected each 
by the other, since the latter is an allowable item of expense. 
It is evident that the amount intended to be distributed is a 
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part of the net profit which is available for dividends. The 
average concern considers federal taxes as an expense which 
is deducted in arriving at the net profit figure. It follows, 
therefore, that unless otherwise provided, these taxes sheuld 
be considered before arriving at the amount on which the 
distribution is based.” 

The Students’ Department overlooked publishing a court 
decision, squarely in point, which sustained the view that income 
taxes are not deductible (unless so provided by contract) in 
determining an employee’s profit-sharing bonus. 

The decision (as taken from Montgomery) was as follows: 


“Decision Edgar W. S. Reeder vs. G. Winthrop Coffin 
and Quincy A. Gilmore, individually and as copartners, trad- 
ing as Coffin & Gilmore, Court of Common Pleas No. 3 
(Philadelphia), June term, 1918. No. 3268. Extract from 
opinion : 

“‘We have considered the question of deduction of income 
taxes before allowing the plaintiff 5 per cent. of the net profits 
as salary. We do not think this deduction should be made, 
as it is not in any way contemplated by the contract.” 

A pamphlet issued recently by Prentice-Hall, Inc., entitled, 
Profit-sharing Contracts, as affected by Federal and State Taxes, 
yields the following: 

“The recent decision in the case of Stanley vs. Leary, 
et al., 199 New York supp., 617 (Supreme Court of New 
York) sustains the view that, in the absence of specific agree- 
ment, the compensation should be calculated upon the profits 
before any deduction for taxes.” 

In this case the plaintiff was employed as sales manager for a 
given salary plus a 5 per cent. commission computable annually 
upon the net profits. The defendants were copartners. The 
contract dated from January 1, 1914. The revenue act of 1917 
imposed an excess-profits tax upon copartnerships. 


The decision state inter alia: 


“The defendants . . . made a profit of $204,459. 97 
during the year 1917. From this profit they paid a tax of 
$86,576.35. In computing the amount due plaintiff, the 
defendants first deducted the tax paid . . . and based 
the amount of plaintiff’s commission on $117,883.62, the 
difference between the profits earned by defendants and the 
sum paid as taxes. . . . The income tax provisions were 
enacted long after the agreement for compensation was made 
between the parties. They could not, therefore, have con- 
templated that such a tax would be imposed. This fact as 
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well as the provision in our law for the deductions of salary 
and other compensation as expenses of the business before 
the tax is paid may account for the contrary views expressed 
in Patent Castings Syndicate, Lim., vs. Etherington (1 ch. 
306). That ruling was based upon the English income 
statute. It would seem, therefore, that inasmuch as the 
amount of plaintiff’s commissions was deductible as an item 
of expense, such computations should be based upon the 
profits before any deduction for payment of taxes.” 

Certain words have been underlined in the foregoing quota- 
tion for the purpose of emphasizing the court’s viewpoint, as 
interpreted by the writer, to the effect that profits earned by a 
concern are determined without first deducting income tax. 

In the case of Schoettolkotte vs. Buckeye Cotton Oil Company, 
heard by Chancellor Heiskell at Memphis, Tennessee, in January, 
1923, it was decided that federal taxes were not deductible in 
determining bonus. This case is pending before a higher court. 
Other cases involving the same point are now before courts of 
other states. 

It is, therefore, apparent that in the calculation of bonuses 
present court decisions uphold the calculation before the deduction 
of the tax. 

While the practical side of the problem ought not to control 
the truth of the matter, nevertheless certain accounting difficulties 
which arise if income taxes are considered an expense in either 
rate or bonus determinations, cannot be lightly overlooked. 

Copartnerships, as such, are not subject to this tax and it is 
believed there is no legal inhibition to a copartnership owning and 
operating a public utility which would be subject to statutory rate 
regulation. Should a corporate public utility be entitled to higher 
rates than one owned by a copartnership? While a public utility 
owned by a copartnership or an individual might be profitable 
such profit may have been offset by losses from other properties 
as a consequence of which the owners would be subject to no tax. 

Then the question of determining the charge for this tax in 
_ fixing the rates of a public utility subsidiary to a larger holding 

corporation which might be subject to the consolidated return rule 
would seem difficult and especially so if the consolidated return 
showed no tax. 

Somewhat similar difficulties are present in bonus determina- 
tions. If federal or other income taxes are considered as an 
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expense, different results will be gotten in calculating the bonus 
if the employer is a corporation or a Massachusetts trust or a 
copartnership or an individual. 

The employee might be a new man in an old corporation which 
made money for the first time in several years and after applying 
previous losses the employer paid no federal tax. The question 
then arises, “Would the employee be entitled to have the benefit of 
the previous losses or should the bonus be calculated after deduct- 
ing the income tax which the employer would pay if there had 
been no previous losses ?” 

In the case of departmental heads employed on a bonus basis, 
what intricate methods might be required to apportion federal and 
state income taxes of a holding company to its subsidiaries and 
their respective departments ? 

In view of the foregoing economic, legal and practical aspects 
of the situation; the fact that dividends are exempt from normal 
income taxation; the consolidation rule applicable to many cor- 
porate groups, and the fact that two or more separate businesses 
are not severally subject to income tax when owned by one 
copartnership or individual, the logical conclusion is, that, in the 
final analysis, income taxes are a distribution of profits and not 
expense, and when assessed against a corporate body or group 
constitute only payment of the shareholders’ tax at the source, 
and, in effect, the courts have so held. 
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EDITORIAL 
The discussion in and out of congress in 
Proposed Tax regard to the proposed tax legislation 
Legislation again shows the usual tendency to think 


of a large subject in terms of the isolated 
and exceptional case. And so the cry is that relief should be 
given to or that the burden should be placed upon this class or the 
other. There are some things which can be done by an act of 
congress, but there are other and perhaps more important things 
which cannot be permanently controlled by legislation. 

The world laughs at the old emperor forbidding the tide, but 
economic laws, although perhaps less visible, are as sure in their 
action and can be as little controlled as nature’s physical forces. 
Everyone knows that water seeks the lowest level, but many fail 
to grasp the truth that taxes likewise sink through the mass and 
in the main rest upon the ultimate consumer. The first consid- 
eration in a tax law, therefore, should be its aggregate burden. 
This amount must be borne by the people of the country and is 
shared by all even though most of them make no direct payment 
to the tax collector. High taxes are reflected in the cost of the 
working man’s tools, and the housewife’s market basket. The 
sales tax is not the only means of reaching down into the pockets 
of the people. That act can be accomplished and is today being 
accomplished through our income-tax laws. Tax reduction, 
therefore, in its most important aspect, is not so much a problem 
of reducing the amount paid by particular taxpayers, as it is a 
problem of reducing the burden upon everyone who has any income 
to spend. 

While this is the major problem, much importance attaches to 
the method by which the reduction is made. If we are to have 
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tax reduction it ought to be upon a plan which will not only 
afford relief to the immediate taxpayers but will be of the greatest 
benefit to the country at large through the benefits accruing in 
the way of stimulation of business, reduced costs and increased 
earnings. 


Much of the talk in favor of excessively high surtax rates is 
insincere and intended for political effect only. Some of it, 
however, is sincere and persons in this group believe that such 
taxes can be successfully imposed. A study of the history of 
taxation and a knowledge of human nature ought to convince 
anyone of the fallacy of this belief. There are many ways by 
which excessive surtaxes can be avoided in substantial measure. 
Much has been said about tax-exempt securities and they 
undoubtedly form one avenue of escape for a rich man. Other 
opportunities having perhaps a wider application are found in a 
corporate form of organization, gifts and other devices. It is, 
for instance, easy and inexpensive to organize a corporation and 
profitable transactions can be carried out by it and be subject to 
a moderate rate of tax. Ultimately dividends may have to be 
paid, but that at least is a matter for the future. A taxpayer 
faced with a heavy tax upon a given transaction if completed by 
him as an individual will readily risk a future day of reckoning 
in the confident belief it cannot be worse than his present fate. 

Taxation, to be effective, like the sun’s rays, should not be 
unduly concentrated. A reasonable diffusion promotes rather than 
hinders a bountiful harvest. The laws of nature and of economics 
have much in common and upon no point are they more fully 
in accord than in their inexorableness. 


The value of united effort has been 

Cooperation recognized from the beginnings of the 
human race. Early man, according to 

such knowledge as we have, joined with his fellow-man both for 
their mutual protection against wild beasts or other enemies and 
to assure themselves more certainly of their food supply. From 
such crude beginnings society has developed elaborate organiza- 
tions of all kinds to enable those who are interested to benefit 
most fully from united efforts. Thus in the United States, to 
illustrate from sources with which we are most familiar, every 
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sort of codperative credit and codperative marketing organization 
imaginable has become a reality. The building and loan associa- 
tion, the fruit-growers’ association, the codperative elevator 
company, and the labor union are only a few of the more common 
and better known. Trade associations, professional societies, 
chambers of commerce, and similar organizations represent other 
outgrowths of this recognized value of united effort. 

Accountants, as is well-known, have, from the early beginnings 
of the profession, shown this desire to codperate for the general 
good of the members of the profession. It was for this purpose 
largely that the American Association of Public Accountants was 
organized; for this the American Institute of Accountants came 
into being. To make more possible this spirit of good fellowship 
and friendly cooperation, C. P. A. societies have been organized 
in nearly every state, and a number of subsidiary or regional 
organizations have been established by the American Institute of 
Accountants to make possible the occasional or frequent meeting 
together of all accountants in that section of the country. 

But the social and professional aspects of such organizations 
are by no means their only value. It is through such organizations, 
representing the qualified accountants of each section of the 
country or of the country as a whole, that real pressure can be 
exercised wheri necessary to protect the interests of the profession, 
or to influence civic thought for the benefit of the community or 
nation. Everyone is more or less familiar with instances in which 
the American Institute of Accountants and local societies have 
exercised their influence to sustain the standing of the C. P. A. 
certificate and the dignity of the accounting profession. The 
present question of national tax revision offers at the moment to 
every accountant and to every accounting organization worthy of 
the name an opportunity to render a service to the nation by 
lending all possible influence both to the revision and to the simpli- 
fication of present tax laws. 

And so it is with every question which may concern the 
accountant and his community—united, we will be able to render 
a service proportionate to our place in the business life of the 
nation; divided, our efforts must largely come to naught. The 
Emperor Marcus Aurelius, often spoken of as the “noblest of the 
Emperors,” wrote in his “Meditations” in the second century 
A. D., that “we are made for codperation” and “to act against one 
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another is contrary to nature”; and was it not Benjamin Franklin 
who, at the signing of the Declaration of Independence, so aptly 
remarked that “we must all hang together or we shall all hang 
separately” ? 











May this not, then, sound a call to greater 
The Larger Loyalty service to all those who are engaged in the 

practice of accountancy ? We wish that we 
could sufficiently emphasize the need and, as well, the opportunity 
for service which is offered to every qualified accountant in 
the country, to become affiliated with professional accounting 
organizations. In some states the membership of the local C. P. A. 
society includes only about one-half of the registered certified 
public accountants of the state. Why not make it one hundred 
per cent. of the qualified accountants in every state? 

Likewise, there are many qualified accountants in the United 
States who are not members of the American Institute of 
Accountants. The Institute is always eager to have such men 
seek membership; every such member makes for increased 
efficiency and greater influence on the part of the organized 
accountants of America, and we believe such affiliation is also 
beneficial to the man who becomes a member. In justice to the 
profession which such men have chosen as their life work, and 
from which they obtain their livelihood, we urge every eligible 
accountant to affiliate with his state society and with the American 
Institute of Accountants. Loyalty to his chosen profession can 
demand nothing less of him. 

This, however, does not mean that every member of such an 
association must agree with or support every activity proposed 
by it. Our government itself is a rule of the majority—sometimes 
not even that—and the control of every society is in the hands 
of its own members. It is true that so long as a proposition has 
not been accepted each member of any association should give 
to it intelligent consideration and should lend his influence for or 
against it, as his better judgment may direct. If the proposition 
is later accepted as a part of the association’s programme of 
activity or of service then our larger loyalty to our association 
and our duty to our profession usually demands that personal 
prejudices be laid aside and that our wholehearted support be 
given to the activities and policies of the organization as a whole. 
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Only by means of such codperation on the part of accountants 
everywhere can the profession advance as it should, and only in 
this way may the individual accountant enjoy that fulness of 
professional life which is the rightful heritage of every man. 
Loyalty to our profession, codperation with our fellow-accountants, 
membership in the American Institute of Accountants and in our 
state societies—these are the duties and the privileges confronting 
every red-blooded accountant. 
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Epirep By STEPHEN G. Rusk 


Secretary Mellon’s proposal for revision of the income-tax law has 
been received with so much approval, and its provisions looking to the 
reduction of taxes are of such interest that treasury decisions defining 
provisions of the present and former laws are likely to be neglected. 

However, a decision by District Judge Goddard of the United States 
district court, southern district of New York, in the case of Bankers 
Trust Company and Frederick H. Pearce, executors, v. Frank K. Bowers, 
collector, is one of considerable importance. This case involves the 
question of the computation of income tax for less than a twelve months’ 
period, and Judge Goddard’s findings are in accordance with the treasury 
department’s method of determining the tax by multiplying the net income 
by twelve and dividing the product by the number of months included in 
such period. 

The learned court pointed out that this method sometimes results in 
inequity to a taxpayer, but in some instances results in a saving of tax to 
him. While it is not clear how Judge Goddard could rule otherwise than 
he did, in view of the language of the law bearing upon this subject and 
other provisions relating thereto, a little contemplation of the subject 
causes one to wonder if congress actually intended that a tax should be 
paid upon what in many instances is only supposititious income. 

Take, for example, a case of a taxpayer whose taxable income was 
twenty-five thousand dollars for the month of January; and who died 
January 3lst. The government’s position would be that because his taxable 
income was $25,000 in one month it would have been $300,000 for the 
entire year; it would then compute the tax upon the $300,000, which would 
subject it to the highest rate of surtax; then it would divide the tax so 
found by twelve and the result would be the tax the government would 
demand. 

To a taxpayer whose income does not flow to him uniformly during 
the year this method of computation is based on pure fiction and if the 
suggestion be permissible, it would appear in many instances at least that 
he would best serve his survivors by dying at the end of his taxable year. 

That the government is not always uniformly consistent in urging the 
literal interpretation of the language of the law is evidenced by its position 
in its cases against Frederick L. Merriam and Henry B. Anderson (Treas- 
ury decision 3535), wherein it is noted by Justice Sutherland that: 

On behalf of the government it is urged that taxation is a prac- 
tical matter and concerns itself with the substance of the thing 


upon which the tax is imposed rather than with legal forms or 
expressions. 
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It is true, however, that Justice Sutherland did not agree with the quoted 
contention and did find: 


* * * in statutes levying taxes the literal meaning of the words 
employed is most important for such statutes are not to be 
— by implication beyond the clear import of the language 
used. 
We, therefore, find the taxing officials in one case urging the literal 
interpretation of the statutes and in another endeavoring to maintain that 
taxation is a practical matter and concerns itself with the substance of 
thing to be taxed. 
(T. D. 3521—September 26, 1923) 


Income tax—Revenue act of 1921—Decision of court. 
1. RETURN oF INCOME FOR PERIOD oF Less THAN 12 MoNntTHS—SECTION 
226 (c)—Returns or INcomE or DeceDENT AND oF His ESTATE 
FOR YEAR IN WHICH HE Digs. 


When a taxpayer dies during his taxable year, the return of his income 
and the return of the income of his estate for the said year are returns 
for a period of less than 12 months within the meaning of section 226 (c) 
of the revenue act of 1921, and the respective incomes must be placed upon 
an annual basis, as required thereby. 


2. Section 226 (c)—CoNSTITUTIONALITY. 


The provisions of section 226 (c) of the revenue act of 1921 requiring 
income for a period of less than 12 months to be placed upon an annual 
basis do not violate the constitutional requirements of uniformity. 

The following decision of the United States district court for -the 
southern district of New York in the case of Bankers Trust Co. and 
Frederick H. Pearce as executors of the last will and testament of John 
Glackner, deceased, v. Frank K. Bowers, as collector of internal revenue 
for the second district of New York, sustaining the defendant’s motion 
for a dismissal of the complaint, is published for the information of 
internal-revenue officers and others concerned. 


Unrtep States District Court, SourHERN District oF New York. 


Bankers Trust Co., and Frederick H. Pearce, as executors of the last will 
and testament of John Glackner, deceased, plaintiffs, v. Frank K. 
Bowers, as collector of internal revenue for the second district of New 


York, defendant. 
(August 13, 1923.) 


Gopparp, district judge: This is a motion to dismiss a complaint on 
the ground that it failed to state facts sufficient for a cause of action. The 
complainant alleges two causes of actions to recover federal income taxes 
paid by the plaintiffs under protest and duress. 

The decedent died a resident of the city, county, and state of New 
York on April 4, 1921. On or about March 15, 1922, plaintiffs, as his 
executors, filed two income-tax returns, reporting in one return the net 
income received by the decedent during the calendar year 1921 and in the 
other return the net income received by plaintiffs as said executors during 
said calendar year. The first cause of action has to do with the tax paid 
upon the basis of the return filed for the decedent. The complaint alleges, 
in substance, that the correct tax liability of the decedent for the calendar 
year 1921 was $369.44; that the defendant demanded and the plaintiffs 
paid on account of said tax liability the sum of $1,560.04; that $1,290.60 
of said tax was paid under protest and duress, and a claim for the refund 
thereof was subsequently rejected and denied by the commissioner of 
internal revenue. The second cause of action relates to the tax paid upon 
the basis of the return reporting the net income received by the executors 
in 1921. The correct tax liability is alleged as $2,050.27, whereas the 
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defendant demanded and the plaintiffs paid the sum of $2,633.85. Of such 
amount $583.58 was paid under protest, and a claim for the refund thereof 
was subsequently rejected and denied by the commissioner of internal 
revenue. The complaint alleges with respect to each cause of action that 
the tax demanded was determined and computed in the manner prescribed 
in section 226 (c) of the revenue act of 1921 for the computation of the 
tax in the case of returns “made for a portion of the calendar year or 
for a period of less than 12 months,” whereas plaintiffs claim with respect 
to each cause of action that the tax “should be determined and computed 
as if the said return was made for a full calendar year.” Judgment is 
demanded for the sum representing the difference between the amount of 
the taxes computed in the method contended for by the defendant and the 
tax liability computed in the method alleged and claimed by the plaintiffs 

The question is whether the taxes should have been determined in the 
manner prescribed in section 226 (c) of the revenue act of 1921, which 
provided as follows: 


(c) In the case of a return for a period of less than one year 
the net income shall be placed on an annual basis by multiplying the 
amount thereof by twelve and dividing by the number of months 
included in such period; and the tax shall be such part of a tax com- 
puted on such annual basis as the number of months in such period 
is of twelve months. 

The defendant contends that the returns filed by plaintiffs were such 
returns and has determined the tax liability thereunder by— 

(1) Multiplying the net income by 12; 

(2) Dividing the product so obtained by the number of months and 
fraction thereof in the period covered by the return; 

(3) Computing the normal and surtax on the quotient; and 

(4) Dividing the total tax so computed by 12, and multiplying the 
quotient by the number of months and fraction thereof in the period 
covered by the return. 

The plaintiffs contend that the returns were not returns “for a period 
of less than one year,” within the meaning of section 226 (c) and that the 
taxes, therefore, should have been computed in the ordinary method pre- 
scribed for the computation of income taxes. 

The questions therefore involved are: 


(1) In the first cause of action, is section 226 (c) applicable to returns 
filed for decedents; 

(2) In the second cause of action, is section 226(c) applicable to 
returns covering income received by the estates of decedents; 

(3) If thus applicable, is section 226 (c) constitutional. 

The first two questions involve the interpretation of section 226 (c) 
of the revenue act of 1921 and because of their similarity, the answer to 
one will determine the other. 


Section 226 is as follows: 


RETURNS FOR A PERIOD OF LESS THAN TWELVE MONTHS. 


Sec. 226. (a) That if a taxpayer, with the approval of the com- 
missioner, changes the basis of computing net income from fiscal 
year to calendar year a separate return shall be made for the period 
between the close of the last fiscal year for which return was made 
and the following December 31. If the change is from calendar year 
to fiscal year, a separate return shall be made for the period between 
the close of the last calendar year for which return was made and 
the date designated as the close of the fiscal year. If the change is 
from one fiscal year to another fiscal year a separate return shall be 
made for the period between the close of the former fiscal year and 
the date designated as the close of the new fiscal year. 
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(b) In all cases where a separate return is made for a part of a 
taxable year, the net income shall be computed on the basis of such 
period for which separate return is made, and the tax shall be paid 
thereon at the rate for the calendar year in which such period is 
included. 

(c) In the case of a return for a period of less than one year 
the net income shall be placed on an annual basis by multiplying the 
amount thereof by twelve and dividing by the number of months 
included in such period; and the tax shall be such part of a tax com- 
puted on such annual basis as the number of months in such period 
is of twelve months. 


Subdivision (c) is complete in itself; its language and meaning are 
clear. The title of the section is “Returns for a period of less than twelve 
months.” It refers to tax returns for a period of less than a year. I see 
no reason to believe that it is intended to refer only to cases in which 
there has been a voluntary change of accounting or cases in which the 
commissioner declares the taxable period terminated under section 250 (g). 
It is under a heading dealing with returns for a less period than 12 months 
and because subdivision (a) refers only to change from calendar to fiscal 
year, or change of fiscal year, to say that sections (b) and (c) are limited 
to returns that occur from changes of plan of accounting, is to read into 
the sections something that is not there. It seems to me merely an orderly 
method of uniting under the one title provisions relating to all returns 
covering a period of less than a year whatever may be the cause for such 
period. Such an interpretation is emphasized by comparing this section 
226 with its corresponding section of the revenue act of 1918, section 226, 
which reads as follows: 


RETURNS WHEN ACCOUNTING PERIOD CHANGED. 


Sec. 226. That if a taxpayer, with the approval of the commis- 
sioner, changes the basis of computing net income from fiscal year 
to calendar year a separate return shall be made for the period between 
the close of the last fiscal year for which return was made and the 
following December thirty-first. If the change is from calendar year 
to fiscal year, a separate return shall be made for the period between 
the close of the last calendar year for which return was made, and 
the date designated as the close of the fiscal year. If the change is 
from one fiscal year to another fiscal year a separate return shall be 
made for the period between the close of the former fiscal year and 
the date designated as the close of the new fiscal year. If a taxpayer 
making his first return for income tax keeps his accounts on the basis 
of a fiscal year he shall make a separate return for the period between 
the beginning of the calendar year in which such fiscal year ends and 
the end of such fiscal year. 

In all of the above cases the net income shall be computed on the 
basis of such period for which separate return is made, and the tax 
shall be paid thereon at the rate for the calendar year in which such 
period is included; and the credits provided in subdivisions (c) and 
(d) of section 216 shall be reduced respectively to amounts which 
bear the same ratio to the full credits provided in such subdivisions 
as the number of months in such period bears to twelve months. 


So that the title and scope of the section has been enlarged. The 
only subject dealt with under the earlier act was change of accounting 
period, instead of returns for a period of less than 12 months with the 
subdivisions (a), (b), and (c) of the present act. The earlier act con- 
tained two paragraphs, the first of which was substantially the same as 
subdivision (a) of the later act, and the second paragraph which begins 
“In all the above cases * * *.”’ In the later act, however, section 226, 
after prescribing in subdivision (a) the different periods to be covered by 
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separate returns in cases where accounting periods are changed, deals in 
subdivision (b) and (c) with all cases of separate returns for a period of 
less than 12 months. Thus subdivision (b) reads: 
In all cases where a separate return is made for a part of a 
taxable year * * 


Subdivision (c) begins: 


In the case of a return for a period of less than one year * * *. 

These changes are significant and indicate an intention to have 
section (c) apply to the returns of all incomes fora period of less than 
12 months, whether the accounting period is changed or not. Congress 
recognized that formerly whenever there was a return covering a frac- 
tional part of a year the government lost considerable revenue to which it 
was equitably entitled. This was due to the fact that the rates of both 
normal and surtax were graduated and the rate of tax was necessarily 
lower in all cases of returns for a period of less than 12 months than a 
rate of tax for a full year. This was just as true in the case of decedents 
as in the case of a change in accounting period. The amounts of tax upon 
income of part of a year should be less than the amount for a full year, 
but equitably both as between the government and the taxpayer and as 
between different taxpayers, the rates should be the same in either case. 
Section 226 (c) of the revenue act of 1921 secures this desired uniformity 
by providing that the net income shall be placed upon an annual basis and 
that the tax upon such annual income shall be proportionate to the period 
covered by the return. There is another significant addition to the 1918 
act by the 1921 act which indicates an intention to apply section 226 (c) 
in the manner contended for by the government and that is the addition 
of subdivision (f) to section 216. Section 216 (f) of the 1921 act provides 
that— 

The credits allowed * * * shall be determined by the status 
of the taxpayer on the last day of the period for which the return of 
income is made; but in the case of an individual who dies during the 
taxable year, such credits shall be determined by his status at the time 
of his death, and in such case full credits shall be allowed to the 
surviving spouse, if any, according to his or her status at the close 
of the period for which such survivor makes return of income. 


The credits allowed, under the law, against a taxpayer’s net income, 
for the purpose of determining his net taxable income, are $1,000 for a 
single person and $2,000 to a married person, with an additional amount for 
each minor child. The subdivision just quoted allows the full annual 
credits. Under section 226 of the act of 1918 full annual credits were 
specifically denied, but were to be prorated. The last paragraph of this 
section provided, inter alia, 

* * * the credits * * * shall be reduced respectively to 
amounts which bear the same ratio to the full credits provided in 
such subdivisions as the number of months in such period bears to 
twelve months. 


The full paragraph was omitted in the 1921 act, and, as heretofore 
stated, subdivision (f) was added to section 216, thus clearly indicating 
that where full annual credits are to be allowed the income against which 
these credits are to be taken must be placed on an annual basis. It is 
contrary to the theory of the income-tax laws to allow full annual credits 
against incomes for less than 12 manths unless the incomes are placed 
upon an annual basis. 


The plaintiffs contend that section 226 (c) does not apply to returns 
of decedents or of their estates for the reason that such return is a return 
not for a fractional part of a year, but for an entire year. This because 
the statute nowhere specifically declares that such a return is a return for 
a fractional part of a year and nowhere explicitly requires a separate return 
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in case of a decedent and of the income received by his estate. That the 
fundamental scheme of title II of the act is that of a tax upon the net 
income of a taxpayer during a period of 12 successive months, that the 
taxing sections of the act, sections 210 and 211, respectively, impose a 
normal and surtax “for each taxable year upon the net income of every 
individual.” 

That “taxable year,” the term applied to the general accounting 
period, is defined in section 200 as follows: 


(1) The term “taxable year” means the calendar year, or the 
fiscal year ending during such calendar year, upon the basis of which 
the net income is computed under section 212 or section 232. The 
term “fiscal year” means an accounting period of twelve months 
poner on the last day of any month other than December. The first 
taxable year, to be called the taxable year 1921, shall be the calendar 
year 1921 or any fiscal year ending during the calendar year 1921 ;— 


Section 212, which provides for the basis of computing the net income of 
individuals, states: 


(b) The net income shall be computed upon the basis of the tax- 
payer’s annual accounting period (fiscal year or calendar year, as the 
case may be) in accordance with the method of accounting regularly 
employed in keeping the books of such taxpayer: but if no such method 
of accounting has been so employed, or if the method employed does 
not clearly reflect the income, the computation shall be made upon 
such basis and in such manner as in the opinion of the commissioner 
does clearly reflect the income. If the taxpayer’s annual accounting 
period is other than a fiscal year as defined in section 200 or if the 
taxpayer has no annual accounting period or does not keep books, 
the net income shall be computed on the basis of the calendar year. 


(c) If a taxpayer changes his accounting period from fiscal year 
to calendar year, from calendar year to fiscal year, or from one fiscal 
year to another, the net income shall, with the approval of the com- 
missioner, be computed on the basis of such new accounting period, 
subject to the provisions of section 226. 


However, under the prior revenue acts and under these acts the 
treasury department has, by regulations which were reasonable and within 
the scope of its authority required separate returns of income received by 
the decedent during the fractional period prior to death and of income of 
the estate during the fractional period from the date of death to the end 
of the year. The regulation ceeaal to is article 421 of regulations 45, 
and, so far as it is material, reads as follows: 


Every fiduciary, * * * must make a return of income (a) 
for the individual whose income is dn his charge, if the net income 
of such individual is $2,000 or over if married and living with hus- 
band or wife, or is $1,000 or over in other cases, * * *. If the net 
income of a decedent from the beginning of the taxable year to the 
date of his death was $1,000 or more, if unmarried, or $2,000 or more, 
if married, the executor or administrator shall make a return for 
such decedent. 


When congress enacted the 1921 act it was cognizant of the foregoing 
regulation requiring separate returns to be made of the income of de- 
cedents and the income of their estate, and that in every such instance 
there would of necessity be a return for a period of less than 12 months. 
Therefore, knowing of this regulation, congress must have intended to 
apply section 226 (c) to the income of decedents and their estates. 


The class of returns which are under consideration are those which 
actually do cover a period which is less than a year and if 226 (c) is to 
be regarded meaning just what it says, it must refer to them. 
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It is contended that section 226 (c), if construed to be applicable to 
returns filed for decedents and their estates, is unconstitutional upon two 
grounds: 

I. That in operation section 226 (c) would tax as income that which 
does not constitute income within the meaning of the sixteenth amend- 
ment to the constitution, and therefore violates the provisions of article I, 
section 2, clause 3, and ariicle I, section 9, clause 4, of the constitution. 

It is urged in support of this that to tax decedents and their estates 
by multiplying net income by 12 and dividing by the number of months 
included in the period covered by the return, has the effect of imposing 
a tax based upon a supposititious income and not real income. It is said, 
for instance, that this is what happens if section 226 is applied to an indi- 
vidual whose net income during January is $1,000 and who dies January 31, 
that he is being taxed upon a net income of $12,000, $11,000 of which by 
no stretch of the imagination would be considered income. The first and 
entirely obvious answer to this argument is that he is not being taxed upon 
$12,000 for one month, which is his taxable period, but upon $1,000 for 
one month; that is to say, he is being taxed upon his actual income for the 
part of the year during which he was alive. 

It would seem extraordinary for a decedent to be taxed on the basis 
of an annual period during part of which he is in his grave. And a con- 
struction does not seem reasonable which allows to a taxpayer whose 
taxable period is less than a year the same credits and exemptions that are 
allowed to one whose taxable period covers a full year. It is possible to 
conceive some rare instances when the application seeins harsh for the 
decedent, but, on the other hand, it is possible to conceive instances where 
the decedent would benefit. But unfortunately this is true of most tax 
laws. 

The second ground upon which plaintiffs assert the unconstitutionality 
of section 226 (c) is that it is violative of the fifth amendment to the con- 
situation. More particularly that it operates to determine the net income 
of decedents by a rule different from that of living persons by denying 
the former substantial deductions accorded to the latter and taxing a 
decedent a substantially larger amount than a living person on exactly 
the same amount of net income. 

Under the constitution the general power is given to congress to lay 
and collect taxes, but they must be uniform. The rule of uniformity 
prescribed is the territorial uniformity required by article I, section 8, of 
the constitution (La Belle Iron Works v. U. S., 256 U. S. 392). The mere 
fact that the income of the decedent and the income of his estate are made 
subject to the higher rates—surtaxes—does not result in oppressive or 
discriminatory taxation such as the constitution forbids. Even though a 
statute may operate oppressively upon some taxpayers, or even all, is no 
reason for the judicial department to declare the same void. From time 
immemorial the imposition of taxes has been a burden and never has that 
burden been evenly distributed or equalized, although that is the aim of 
political science. Taxing statutes may, and almost always do, operate 
more oppressively upon some persons than upon others. 

The state of Illinois enacted an inheritance-tax law oroviding that a 
tax of 3 per cent. should be paid by everyone receiving a legacy of $10,000 
and a tax of 4 per cent. should be paid by everyone receiving more than 
$10,000. An action was instituted to contest the constitutionality of this 
statute, the plaintiff contending that the statute was oppressive and unrea- 
sonable, discriminatory in that a person receiving $10,000 would be com- 
pelled to pay only $300 as a tax and would receive as his net legacy the 
sum of $9,700, while one receiving $10,001 would pay $400.04 and his net 
legacy would be $9,600.96, just $99.04 less than the one whose legacy was 
actually only one more dollar than the other. In answer to this contention, 
the supreme court of the United States in Magoun v. Illinois Trust and 
Savings Bank (170 U. S. 283, at p. 300), said: 
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If there is unsoundness it must be in the classification. The 
members of each class are treated alike, that is to say, all who inherit 
$10,000 are treated alike—all who inherit any other sum are treated 
alike. There is equality therefore within the classes. If there is inequal- 
ity it must be because the members of a class are arbitrarily made 
such and burdened as such upon no distinctions justifying it. This 
is claimed. It is said that the tax is not in proportion to the amount 
but varies with the amounts arbitrarily fixed, and hence, that an inheri- 
tance of $10,000 or less pays 3 per cent., and that one over $10,000 
pays not 3 per cent. on $10,000 and an increased percentage on the 
excess over $10,000 but an increased percentage on the $10,000 as 
well as on the excess, and it is said, as we have seen, that in conse- 
quence one who is given a legacy of ten thousand and one dollars by 
the deduction of the tax receives $99.04 less than one who is given a 
legacy of $10,000. But neither case can be said to be contrary to 
the rule of equality of the fourteenth amendment. That rule does 
not require, as we have seen, exact equality of taxation. It only 
requires that the law imposing it shall operate on all alike under the 
same circumstances. 


If a classification based upon a difference of one dollar in the amount 
of income received by taxpayers otherwise similarly situated, is a reasonable 
classification, then unquestionably the classification here involved is not 
unreasonable. 

In the case of Spencer v. Merchant (125 U. S. 345), the court said: . 


In the words of Chief Justice Chase, condensing what had been said 
long before by Chief Justice Marshall, “the judicial department can not 
prescribe to the legislative department limitations upon the exercise of 
its acknowledged powers. The power to tax may be exercised oppressively 
upon persons, but the responsibility of the legislature is not to the courts, 
but to the people by whom its members are elected.” 

See also Stanton v. Baltic Mining Co. (240 U. S. 108; Billings v. 
United States (232 U. S. 261); Flint v. Stone-Tracy Co. (220 U. S. 107). 

The application of section 226 (c) of the revenue act of 1921 to the 
decedent’s income and the income of his estate does not render the act 
unconstitutional, although in some instances, placing those incomes upon 
an annual basis, as provided by the section, may subject the incomes to the 
higher surtaxes. The rates imposed are uniform. Every taxpayer under 
the same circumstances pays the same tax and therefore there is no dis- 
crimination. From the foregoing it can not be questioned that congress 
has the power to tax the income of a decedent as well as the income 
of his estate, and it may devise any reasonable methods for the compu- 
tation of those taxes. The method provided by section 226 (c) is reasonable. 

The motion to dismiss the complaint is granted. 


(T. D. 3535—December 3, 1923) 
Income taxes—Act of 1913—Decision of supreme court. 


IncomME Tax—BerQuests—ExecutTors’ COMMISSIONS. 


Where a testator bequeaths specific sums to certain persons and in a 
subsequent paragraph of the will names such persons as executors and 
trustees, and provides that the bequests made are in lieu of all compensa- 
tion or commissions to which they would otherwise be entitled as execu- 
tors or trustees, the bequests are not compensation and taxable as income 
under section II, A, subdivision I, and B, act of October 3, 1913 (38 Stat. 
L. 114, 166). 

The appended decision of the supreme court of the United States in 
the cases of United States v. Frederick L. Merriam and United States v. 
Henry B. Anderson is published for the information of internal-revenue 
officers and others concerned. 
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United States, petitioner, v. Frederick L. Merriam and United States, 
petitioner, v. Henry B. Anderson. 

Writs of certiorari to the United States Circuit of Appeals for the 

Second Circuit. 
(November 12, 1923.) 

Mr. Justice SUTHERLAND delivered the opinion of the court: 

These are actions brought by the United States against the respective 
defendants, to recover the amount of additional income taxes assessed 
against them under the act of October 3, 1913 (ch. 16, 38 Stat. 114, 166). 
The pertinent provisions of the statute are: 

A. Subdivision 1. That there shall be levied, assessed, collected, 
and paid annually upon the entire net income arising or accruing from 
all sources in the preceding calendar year to every citizen of the 
United States, whether residing at home or abroad, and to every 
person residing in the United States, though not a citizen thereof, a 
tax of one per centum upon such income * * *, 

B. That subject only to such exemptions and deductions as are 
hereinafter allowed, the net income of a taxable person shall include 
gains, profits, and income derived from salaries, wages, or compensa- 
tion for personal service of whatever kind and in whatever form paid, 
or from professions, vocations, businesses, trade, commerce, or sales, 
or dealings in property, whether real or personal, growing out of the 
ownership or use of or interest in real or personal property, also from 
interest, rent, dividends, securities, or the transaction of any lawful 
business carried on for gain or profit, or gains or profits and income 
derived from any source whatever, including the income from but not 
the value of property acquired by gift, bequest, devise, or descent; 

* * 


The taxes were assessed upon certain legacies bequeathed to the 
defendants by the will of the late Alfred G. Vanderbilt. The provisions 
of the will which give rise to the controversy are as follows: 

Eleventh: I give and bequeath to my brother, Reginald C. Van- 
dervilt, five hundred thousand dollars ($500,000); to my uncle, Fred- 
erick W. Vanderbilt, two hundred thousand dollars ($200,000); to 
Frederick M. Davies, five hundred thousand dollars ) enn to 
Henry B. Anderson, two hundred thousand dollars ($200,000); to 
Frederick L. Merriam, two hundred and fifty thousand dollars 
($250,000) ; to Charles E. Crocker, ten thousand dollars ($10,000) ; 
and to Howard Lockwood, one thousand dollars ($1,000). 

* * * + * * * 

Sixteenth. I nominate and appoint my brother, Reginald C. 
Vanderbilt, my uncle, Frederick W. Vanderbilt, Henry B. Anderson, 
Frederick N. Davies, and Frederick L. Merriam executors of this 
my will and trustees of the several trusts created by this my will. 
* * * The bequests herein made to my said executors are in lieu 
of all compensation or commissions to which they would otherwise 
be entitled as executors or trustees. 

The defendants qualified as executors and letters testamentary were 
duly issued to them prior to the commencement of these actions. The 
legacies were received by the respective defendants during the year 1915-— 
$250,000 by Merriam and $200,000 by Anderson. 

Demurrers to the complaints were overruled by the district court and 
judgments rendered against defendants. Upon writs of error from the 
court of appeals these judgments were reversed (282 Fed. 851). The 
government contends that these legacies are compensation for personal 
service within the meaning of paragraph B, quoted above. 

The cases turn upon the meaning of the phrase which: describes net 
income as “including the income from but not the value of property 
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acquired by * * * bequest. * * *” The word “bequest” is com- 
monly defined as a gift of personal property by will; but at is not neces- 
sarily confined to a gratuity. Thus, it was held in Orton v. Orton (3 
Keyes (N. Y. 486), that a bequest of personal property, though made in 
lieu of dower, was, nevertheless, a legacy, the court saying, “Every bequest 
of personal property is a legacy, including as well those made in lieu of 
dower and in satisfaction of an indebtedness as those which are wholly 
gratuities. The circumstances whether gratuitous or not does not enter 
into consideration in the definition. * * * And when it is said that a 
legacy is a gift of chattels, the word is not limited in its meaning to a 
gratuity, but has the more extended signification, the primary one given 
by Worcester in his dictionary, ‘a thing given, either as a gratuity or as a 
recompense.’ ” 

Without now attempting to formulate a precise definition of the 
meaning of the word as used in this statute, or deciding whether it includes 
an amount expressly left as compensation for service actually performed, 
it is enough for present purposes to say that it does include the bequest 
here under consideration, since, as we shall presently show, actual service 
as a condition of payment is not required. A bequest to a person as execu- 
tor is considered as given upon the implied condition that the person named 
shall, in good faith, clothe himself with the character—2 Williams on 
Executors (6 Am. Ed.) 1391; Morris v. Kent (2 Eduards Chancery, 175, 
179). And this is so whether given to him simply in this capacity or for 
care and trouble in executing the office—Idem. And it is a sufficient 
performance of the condition if the executor proves the will or unequiv- 
ocally manifests an intention to act—Lewis v. Mathews (L. R. 8 Eq. 
Cas. 277, 281); Kirkland v. Narramore (105 Mass. 31, 32); Scofield v. 
St. John (65 How. Pr. (N. Y.) 292, 294-296); Morris v. Kent, supra; 
Harrison v. Rowley (4 Vesey 212, 215). 

In Morris v. Kent, supra (p. 179) it is said: 

A legacy to an executor, even expressed to be for care and pains, 

is not to be regarded in the light of a debt or as founded in contract, 
or to be governed by the principles applicable to contracts. * * * 
When a legacy is given to a person in the character of executor, so 
as to attach this implied condition to it, the question generally has 
been upon the sufficient assumption of the character to entitle the party 
to the same. The cases establish the general rule that it will be a 
sufficient performance of the condition, if the legatee prove the will 
with a bona fide intention to act under it or unequivocally manifest an 
intention to act in the executorship, as, for instance, by giving directions 
about the funeral of the testator, but is prevented by "death from 
further performing the duties of his office. 

Decisions are cited in the government’s brief which, it is said, establish 
a contrary rule. These decisions, however, we are of opinion, are clearl 
differentiated from the case under consideration. Some of them are wit 
reference to testamentary provisions specifically fixing the amount of com- 
pensation for services to be rendered, while others deal with the question 
whether the executor is entitled to receive statutory compensation in 
addition to the amount named in the will. In Matter of Tilden (44 Hun. 
441), for example, the will directed that: “In lieu of all other commis- 
sions and compensation to my executors for performing their duties under 
this will * * * I authorize them to receive from my estate the fol- 
lowing commissions, namely:” The court, construing this provision, said: 
“The provisions in the will were intended to be as compensation for 
services rendered, to be in no respect a gift, but an authority to charge 
for their services a certain sum.” 

Again, in Richardson v. Richardson (129 N. Y. Supp. 941), the will 
was interpreted as directing the payment of compensation. Especial stress 
was laid upon the fact that the will did not purport to “give” or “bequeath” 
to the executors the amounts fixed, and, adopting the language of the court 
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in the Tilden case, it was said that the provisions of the will were intended 
as an “authority to ‘charge for their services a certain sum.’ The com- 
pensation provided by the will is not a legacy and does not abate with the 
legacies, but is compensation, carefully determined by the testator and 
directed to be paid for the services to be rendered and is therefore to be 
paid in full.” 

It is obvious that in this class of cases the right depends upon the 
actual performance of the service and the amount fixed is in no sense a 
legacy but is purely compensative. 

In Renshaw v. Williams (75 Md. 498) the court held that where a 
bequest had been made in lieu of commissions in a sum larger than the 
commissions would amount to, it must be treated as full compensation for 
the entire administration of the estate by the same person, though part of 
it passed through his hands as administrator pendente lite and part as 
executor. 

In Connolly v. Leonard (114 Me. 29), a devise was made “in lieu of 
any payment for services as executor or trustee,” with the provision that 
it was so to be accepted and understood. The court held that in view of 
this language, the executor was not entitled to commissions in addition to 
the property devised. 

The foregoing are illustrative of the cases relied upon, and, apart 
from some general language, which we are unable to accept as applicable 
to the present case, none of them, in principle, are in conflict with the 
conclusion we have reached. The distinction to be drawn is between com- 
pensation fixed by will for services to be rendered by the executor and a 
legacy to one upon the implied condition that he shall clothe himself with 
the character of executor. In the former case he must perform the service 
to earn the compensation. In the latter case he need do no more than in 
good faith comply with the condition in order to receive the bequest; and 
in that view the further provision that the bequest shall be in lieu of 
commissions is, in effect, nothing more than an expression of the testator’s 
will that the executor shall not receive statutory allowances for the 
services he may render. 

The word “bequest” having the judicially settled meaning which we 
have stated, we must presume it was used in that sense by congress.— 
Kepner y. United States (195 U. S. 100, 124); the Abbotsford (98 U. S. 
440, 444). 

On behalf of the government it is urged that taxation is a practical 
matter and concerns itself with the substance of the thing upon which the 
tax is imposed rather than with legal forms or expressions. But in statutes 
levying taxes the literal meaning of the words employed is most important 
for such statutes are not to be extended by implication beyond the clear 
import of the language used. If the words are doubtful, the doubt must 
be resolved against the government and in favor of the taxpayer.—Gould v. 
Gould (245 U. S. 151, 153). The rule is stated by Lord Cairns in Part- 
ington v. Attorney General (L. R. 4 H. L. 100, 122): 

I am not at all sure that in a case of this kind—a fiscal case— 
form is not amply sufficient; because, as I understand the principle of 
all fiscal legislation, it is this: If the person sought to be taxed comes 
within the letter of the law, he must be taxed, however great the 
hardship may appear to the judicial mind to be. On the other hand, 
if the crown, seeking to recover the tax, can not bring the subject 
within the letter of the law, the subject is free, however apparently 
within the spirit of the law the case might otherwise appear to be. 
In other words, if there be admissible in any statute what is called 
an equitable construction, certainly such a construction 1s not admissible 
in a taxing statute, where you can simply adhere to the words of the 
statute. And see Eidman v. Martinez (184 U. S. 578, 583). 

We are of opinion that these bequests are not taxable as income under 
the statute, and the judgment below is affirmed. 
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(Note.—The fact that these solutions appear in THe JouRNAL OF 
AccouNTANCY should not lead the reader to assume that they are the 
official solutions of the American Institute of Accountants. They merely 
represent the personal opinion of the editor of the Students’ Department.) 


AMERICAN INSTITUTE OF ACCOUNTANTS 
EXAMINATION IN ACCOUNTING THEORY AND PRACTICE 


PART II 
NOVEMBER 16, 1923, 1 P. M. to 6 P. M. 


The candidate must answer all of the following questions. 
1. (27 points) : 

You are instructed to prepare, for a meeting of creditors, a statement 
of the debts, liabilities and assets, as at July 31, 1923, of Joseph Herman— 
trading as the Globe Manufacturing Co.—against whom a petition in 
bankruptcy was presented by creditors on August 1, 1923. 

The statement should show the amounts available for payment of each 
class of creditors. 

The following data have been obtained, partly from the books and 
partly from information supplied by Herman, the estimates of values being 
as stated by the debtor. 

ASSETS 


Works, buildings and land, mortgaged, cost $25,000, estimated value 
$15,000. Unimproved land, mortgaged, cost $25,000, estimated value 
$27,500. Dwelling-house, cost $12,000, estimated value $14,000; first mort- 
gage $6,000, interest accrued $150; second mortgage $4,500, at 6 per cent., 
granted to his wife May 1, 1923, as security for loans of $3,000 on March 1, 
1923, and $1,500 on May 1, 1923. 

Household furniture, claimed by wife, cost $3,000, estimated value 
$1,500; auto delivery truck, cost $1,200, estimated value $1,000; passenger 
car, cost $650, estimated value $350; stock in trade on hand, cost 70000; 
estimated value $60,000; stock in trade at agents’ for sale, cost $10,000, 
estimated value $7,500 less advances by agents of $6,000. 

Cash on hand and at banks $1,250. 

Protested bills and promissory notes on hand $2,500, estimated to 
realize $750; trade-marks and patents, book value $10,000, estimated to 
realize $1,000; office furniture and fittings, cost $2,200, estimated value 
$600; preferred stock of the Enjee tin mines, 60 shares of $100 each full 
paid, subject to recent assessment of $20 a share under reorganization 
scheme, estimated value nil; life-insurance policy $5,000, surrender value 
$600 less advance by insurance company $500, assigned to wife March 1, 
1923, on condition of her paying future premiums and premium and interest 
then due amounting to $125. 

Disputed claim against Roberts & Co. for breach of contract to pur- 
chase goods $3,000, value nil. 

Machinery and tools, cost $22,500, estimated value $15,000. Machines 
bought on hire-purchase system, price $6,000, estimated present value $5,000, 
payments already made $2,500, estimated equity $1,250. 

Accounts receivable—good $18,000; doubtful $7,000, and bad $5,000, 
estimated to realize $22,000. 

Personal property exempt by law, estimated value $200. 

J. Herman receives $1,000 per annum from his mother, his father’s 
will having provided a trust fund for three children, and the mother having 
the right to distribute the income at her discretion and to nominate, by 
her will, the children who are to receive the principal at her death. 
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LIABILITIES 

Accommodation paper, jointly with Alfred Brown, now bankrupt, 
$20,000, due August 15, 1923; this bill was discounted and each of the two 
parties received one-half of the proceeds. 

Creditors for raw materials of manufacture supplied to debtor (prefer- 
ential claims under the laws of the state), $15,000; other trade creditors, 
unsecured, $110,000; notes payable $15,000; notes receivable discounted 
$6,500, estimated liability $1,500; judgment creditors’ claims and costs $970; 
loan creditor for $21,700 at 6 per cent. interest, partly secured by second 
mortgage on works for $10,000; interest accrued on $11,700, $410; interest 
accrued on mortgage of $10,000, $350; loan from wife made July 1, 1923, 
unsecured, $1,500. 

First mortgage on works at 6 per cent., $10,000; interest due June 30, 
1923, still unpaid, $350; purchase-money mortgage on unimproved land at 
5 per cent., $15,000; interest unpaid since March 31, 1923. 

Wages and salaries due—to twenty workmen, one week’s wages, $750; 
to two salesmen, salaries and commissions for July, 1923, $310 and $240; 
to works manager, salary for July, $400. 

Taxes and licences due—federal, $300; state, $1,250; municipal taxes 
on dwelling-house, $250. 

An assessment of $2,200 on the unimproved land, for local improve- 
ments, was made three years ago; this was arranged to be paid by ten 
yearly instalments with interest at 7 per cent.; the interest has been paid 
to July 31, 1922, and $660 has been paid on account of the principal. 

Estimated capital of Joseph Herman, $21,530. 


Solution: 
JosepH HERMAN 
STATEMENT OF AFFAIRS 
Jury 31, 1923 
Assets 
Nominal Expected to 
value realize 


Assets pledged with creditors: 
$ 25,000.00 Works buildings and land— 
estimated value ........ $15,000.00 
Deduct: First mortgage .. $10,000.00 
Interest accrued 








(Note 1) ...... 350.00 10,350.00 
Balance—security for sec- 
ond mortgage (Contra) 4,650.00 
25,000.00 Unimproved land—estimated value 27,500.00 
Deduct: Purchase money 
GN so bacessesias 15,000.00 
Interest accrued .. 250.00 15,250.00 $ 12,250.00 
12,000.00 Dwelling-house (Note 2)— 
estimated value ......... 14,000.00 
Deduct: First mortgage .. 6,000.00 : 
Accrued interest .. 150.00 6,150.00 
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Expected to 


realize 


3,282.50 


1,500.00 


1,250.00 


$ 1,000.00 
350.00 
60,000.00 
1,250.00 
750.00 
1,000.00 
600.00 


15,000.00 


18,000.00 
4,000.00 


120,232.50 


18,417.80 


101,814.70 


55,375.30 


Nominal 
value 
Balance—security for second 
a a 7,850.00 
Deduct second mortgage (Note 3) 
WU ss incss cubic 4,500.00 
Accrued interest ...... 67.50 4,567.50 
10,000.00 Stock in trade at agents’ for 
sale—estimated value ... 7,500.00 
Deduct advances by agents 6,000.00 
6,000.00 Machines bought on hire-purchase system: 
Estimated value .......... 5,000.00 
Less liability: 
ON icin oes + taki aiceseee 6,000.00 
POE. isan bus vines 2,500.00 
DIRNOOS Kis iccickensten 3,500.00 
Accrued interest (assumed, 
to account for stated 
ORT . cticicninsawar> 250.00 3,750.00 
Free assets: 
Household furniture (Note 4), no value to creditors 
1,200.00 Auto delivery truck—estimated value ........... 
650.00 Passenger car—estimated value ................ 
85,000.00 Stock in trade on hand—estimated value ........ 
1 SRG GN in civkin cts pots ca veeenes Nines ioe 
2,500.00 Protested bills and promissory notes ............ 
10,000.00 Trade-marks and patents ............-seeeeeeeee 
SEOGRD Coed TI as 6 ohio Riss Oat aiSs ccesceds 
6,000.00 Preferred stock of Enjee company—no value... . 
Life insurance policy (Note 5) 
8,000.00 Claim against Roberts & Co.—no value. 
22,500.00 Machinery and tools .............ccceeeeeeeeves 
Accounts receivable 
18,000.00 Sah Lak bied s occscccccsedennsvenbeauesreee 
7,000.00 EE i aioe svc vdbakeessoccvescdantennsee 
5,000.00 OE 0 ss'oseedinn 0d kbs ta beeds th eas seeananeee 
200.00 Personal property—exempt by law. 
Annuity of $1,000.00 (Note 6). 
. Ff errr rrr. preere ree 
Deduct preferred liabilities—per contra ........... 
Bad Se GRIN c dcateé ns snchatcueiitide oncteimeais 
Deficiency to creditors .........csccccecccccevecs 
$242,500.00 


$157,190.00 
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Nominal 
value 


$ 15,000.00 
750.00 
540.00 


300.00 
1,250.00 
250.00 
327.80 


18,417.80 
Fully secured liabilities : 


10,000.00 
350.00 
15,000.00 


250.00 
6,000.00 
150.00 
4,500.00 
67.50 
6,000.00 
3,500.00 
250.00 


21,700.00 
760.00 


Liabilities 
Expected to 
rank 


Preferred liabilities : 


Creditors for raw material—deducted contra. 
Wages—workmen—deducted contra. 
Salaries and commissions, salesmen—deducted contra. 
Taxes, etc.: 

Federal. 

State. 

Municipal. 

Assessments on unimproved land (Note 8). 


Total—deducted contra. 


First mortgage on works—deducted contra. 

Accrued interest thereon—deducted contra. 

Purchase money mortgage on unimproved land—deducted 
contra. 

Accrued interest thereon—deducted contra. 

First mortgage on dwelling—deducted contra. 

Accrued interest thereon—deducted contra. 

Second mortgage on dwelling—deducted contra. 

Accrued interest thereon—deducted contra. 

Agents’ liens for advances on consignments—deducted contra. 

Liability on hire-purchase of machinery—deducted contra. 

Accrued interest thereon—deducted contra. 


Partially secured liabilities: 


Loan creditor 
Accrued interest 
On $10,000 second mortgage. .$350.00 
On 11,700 balance of debt.. 410.00 


$21,700.00 


ee ee ee ee 


760.00 





Total 
Less second mortgage equity in plant 


22,460.00 
4,650.00 


ee 


$ 17,810.00 


Unsecured liabilities: 


10,000.00 
110,000.00 
15,000.00 
70.00 
1,500.00 
10.00 
400.00 


10,000.00 
110,000.00 
15,000.00 
70.00 
1,500.00 
10.00 
400.00 


Accommodation paper 
Trade creditors 
Notes payable 

Judgment creditors (Note 7) 
Loan from wife 
Salesman’s salary of $310 minus $300 preferred. . 
Salary of works manager 


eee eee ee ee ee ee ee 


ee ee ee ee ee ee 


ee 


ee 


ee ee ee 


ee ee 


Contingent liabilities : 


17,674.70 


$242,500.00 


Notes receivable discounted, $6,500; estimated liability 1,500.00 
Balance of accommodation paper—$10,000.00. 
Nominal capital. 


$157,190.00 
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Note 1. It is assumed that the $350.00 interest stated by the problem 
is the entire accrued interest at July 31st. Six months’ interest, to June 30, 
1923, would be $300.00, and the interest for July would be $50.00. This 
seems to be contrary to the wording of the problem, but if this assumption 
is not correct there must have been seven months’ interest accrued at 
June 30th. 

Note 2. There may be a homestead exemption on the dwelling-house, 
but none is taken in this solution because the existence and the amount of 
the exemption would depend on the state in which the bankrupt resides. 

Note 3. It is assumed that the loans from Mrs. Herman were bona 
fide. If Herman were insolvent on May Ist, when the mortgage was 
executed, the attempt to make the mortgage security for the loan of 
March Ist would be an act of bankruptcy in that it would give one creditor 
a preference on an existing debt. The mortgage could in that case be set 
aside so far as the March Ist loan is concerned, but it would still be valid 
security for the loan on May Ist. As there ds no information to show that 
Herman was insolvent on May Ist, it is assumed that he was solvent; on 
that assumption the mortgage can not be set aside as to either loan. 

Note 4. If the household furniture really belongs to the wife, it 
should not be listed among the bankrupt’s assets. This is a question of 
fact, but it is assumed in this solution that the wife’s claim is valid. 

Note 5. The assignment of the life-insurance policy took place on 
March Ist. This could not be set aside unless the creditors’ petition was 
filed within four months, which was not done. 

Note 6. As Herman’s mother has the right to distribute the income 
at her discretion, it is assumed that she would discontinue distributions to 
Herman—at least temporarily. 

Note 7. In some states the judgment claims, $970.00, would be liens 
against the real estate. 

eg a I rt et rw eg $2,200.00 

Amount paid (presumably the last payment 
was made on July 31, 1922, because no inter- 


est has been paid since that date) .......... 660.00 
Biabomce at Jelly Bl, TORR i oi cose cnsk cb dvedéa $1,540.00 
One year’s interest on $1,540.00 at 7%........ $ "107.80 
Add assessment due at July 31, 1923.......... 220.00 
Total amount due at July 31, 1923............ $ 327.80 


2. (15 points) : 

A client contemplates investing capital, as a special partner, in a trading 
business which proposes to manufacture its own products in the future 
instead of having them made by other concerns. 

The business appears to be a profitable one and is not subject to changes 
of fashion. oh 

Your client has been offered one-third of the net profits on condition 
that he invest $200,000 as capital and an additional $100,000 as a loan with 
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interest at 6 per cent. per annum. These funds are at present invested to 
yield an average income of 5 per cent. per annum. 

Each of the two working partners has $100,000 capital in the business 
and during the last five years each has received a salary of $5,000 and a 
further average profit of 10 per cent. It is proposed to continue the 
salaries of the two working partners and to charge these and the interest on 
the $100,000 loan as expense before dividing the profits. 

Assuming that the additional funds would earn, at least, the former 
average profit, show the probable income to your client from the investment. 

What advice would you give him for the protection of his interests? 


Solution: 

In the past the $200,000 investment has provided for: 
FER ti, ERE em Oe eS pene CML ee SRE COE $10,000.00 
NP ee eT Or ee re 20,000.00 
ey ee eee fh een aaa $30,000.00 


The problem states that it assumed that the additional funds 
would earn at least the same average profit. Strictly 
speaking, the salaries are not profits; hence the average 
profits have been $20,000. It should also be noted that 
the problem says “the same average profit,” not the 
same average rate of profit. Therefore, it is assumed 





that the additional funds will produce profits of....... 20,000.00 
i CTT i cvnrcnmigsdasnbadaeddendeewiuecenanne $50,000.00 
From which will be deducted: 

EY ca llanseaseele ds inerodtnndvsceues $10,000.00 

EN SDS occuctsccdensssedanennte 6,000.00 16,000.00 
Balance to be divided equally ..........,.cccccsccsccccece $34,000.00 

Under the proposed arrangement, the client would receive: 
SE IID, Sie Eo 5. oc crwec obncbinin Bie cas eceeeueaun $ 6,000.00 
ee OR PTT Tee TET Tee Ore 11,333.33 
MR ee Guna Clk cee eda > id oa aig Ode en tatadee RENE ak $17,333.33 
ee EE BOE i.n ioe vec cvctsiccccdvdcsocs 5.77+% 


The client should be advised to insist upon a division of the profits in 
the capital ratio. The old partners receive a salary for their services; 
presumably the remaining profits arise from the use of capital, and hence 
they should be divided in the capital ratio. 

As the client will have no voice in the management it would seem 
advisable for him to have the business incorporated and receive preferred 
stock for his $200,000.00 investment, and perhaps also for his loan. The 
stock should be preferred as to assets, so that he will be the last to suffer 
from any possible mismanagement by the other two men; and it should be 
participating, so that he will receive the same rate of profits that the other 
two men receive. 
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3. (12 points) : 
How would you deal with the following premium or discounts, in the 
first and subsequent years: 
(a) An issue of preferred shares at a premium; 
(b) An issue of bonds at a discount redeemable at par; 
(c) An issue of bonds at a discount redeemable at a premium at a 
fixed date or by purchase in the open market prior to that date. 
If there were a saving by purchasing in the open market, how 
should this be treated? 
(d) State your opinion as to the correctness of crediting to surplus 
account a premium on the issue of stock. If so credited, is 
the premium legally available for distribution as dividend? 


Solution: 

(a) Premium on an issue of preferred shares may be credited to 
surplus or to capital surplus. See answer to (d). Discounts should be 
charged to discount on preferred stock. This account should be gradually 
written off against surplus in subsequent years. 

(b) Discount on an issue of bonds redeemable at par should be charged 
to discount on bonds. This account should be written off over the life of 
the bonds by charges to bond interest. The write-off may be made in equal 
instalments at each interest date, or by the scientific effective interest method. 

Premium on an issue of bonds should be credited to bond premium 
account, to be written off over the life of the bonds by credits to bond 
interest. 

(c) Discount on an issue of bonds to be redeemed at a premium on a 
fixed date, or by prior purchase, should be charged to bond discount. This 
account should be written off during the life of the bonds, as explained 
in (b). Moreover, bond interest should be charged at each interest date 
with an additional amount sufficient to create a bond premium account at 
the date of maturity equal to the premium to be paid at that time. If bonds 
are purchased in the open market at less than the carrying value of the 
liability (par of bonds minus discount account or plus premium account, 
after the discount has all been written off) the saving should be credited 
to surplus or capital surplus. 

Premium on an issue of bonds to be redeemed at a premium at a fixed 
date or by prior purchase, should be credited to premium on bonds. If the 
premium to be paid at maturity is less than the premium on the issue, the 
premium on bonds should be written down to the amount of the redemption 
premium during the life of the bonds. If the premium to be paid at 
maturity is more than the premium on the issue, the premium on bonds 
account should be written up to this larger figure by charges to bond interest 
during the life of the bonds. Savings on purchases should be credited to 
surplus or capital surplus. 

(d) There is only one objection to crediting premiums on stock to 
surplus, and that is the fact that profits from operations should be kept 
separate from extraneous profits. The premium may be credited to surplus 
or capital surplus, or to premium on stock. Regardless of the account 
credited, the premium is legally available for dividends. 
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4, (38 points) : 


The Benson Company was incorporated June 1, 1922, for the purpose 
of building and selling dwelling-houses. 


The authorized capital was as follows: 


Preferred cumulative, 7% stock; 1,500 shares of $100 each.... $150,000 
Common stock; 1,500 shares of $5 each.... 7,500 
$157,000 








At a meeting, after incorporation, the board of directors accepted an 
offer by the president, in consideration of the issuance to him of $7,500 
common stock, to transfer to the company all his rights in a three years’ 
option to purchase 150 lots of unimproved land of the Graham estate at 
$400 a lot. 

On July 1, 1922, the company bought a block of land—120 lots, each 
20 by 100 feet—from the Walker estate at $1,000 a lot, the vendor agreeing 
to do the grading and sewering, make roads and pave sidewalks. A subse- 
quent agreement provided, however, that in consideration of the Benson 
Company’s undertaking this work and assuming liability for a general 
sewer assessment of $4,800, the vendor should allow the sum of $42,000 
from the $120,000 purchase price. 

On September 1, 1922, a contract was made with the Eastern Con- 
struction Co. for the building of group 1, comprising two detached houses 
at an estimated cost of $15,000 each, and ten semi-detached houses at $12,000 
—total $150,000—all on the Walker estate. 

The construction company (hereafter known as the contractor) was 
to receive a fixed fee of $10,000 for superintendence and management and 
to charge only the net cost of the labor, material and direct expense of the 
work, whether done by its own men or by those of sub-contractors. Pay- 
ments were to be made through the contractor on monthly requisitions. 

In consideration of a guarantee to bear any excess of total direct 
building cost over $172,000 (including the $10,000 fee, but excluding 
extras) the contractor was to receive 40 per cent. of any saving between 
the original estimate of $160,000 and the guaranteed maximum cost of 
$172,000. 

Extras were to be charged at cost plus a varying percentage for 
superintendence. 

Building opérations—group 1—began October 1, 1922, and were com- 
pleted March 31, 1923. 

A contract was made by the Benson Co. direct with the Valgimigli 
Co., March 1, 1923, for the excavation work and concrete foundations of 
two additional groups of houses on the Walker estate land as follows: 

Group 2: for 10 semi-detached houses, contract price.. $8,500 
Group 3: for a terrace of 12 houses, contract price.... 6,800 


Changes were made subsequently which increased these costs. 
The total land of the Walker estate used for building operations was 
45 lots as shown below: 


Group 1: Riley avenue. 


For each of 2 detached houses............ 45 ft. frontage 

For each of 10 semi-detached houses...... 31 ft. frontage 
Group 2: Riley avenue. 

For each of 10 semi-detached houses...... 30 ft. frontage 
Group 3: Neild avenue. 

For the terrace of 12 houses ............ 200 ft. frontage in all 
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The land was to be charged against completed houses at the rate of 
$1,000 a lot of 20 feet frontage. 

Some of the houses were sold for cash outright; others with first and 
second mortgages. Two were sold direct; the rest through agents. The 
first mortgages were transferred from the building mortgages to the 
purchasers of the houses; the second mortgages were first taken by the 
Benson Co., which afterward sold them at a discount. 


The following is a list of balances on the books of the Benson Co. at 
May 31, 1923: 


Dr. Cr. 
Land purchase, Walker estate, 120 lots................ $120,000 
Reserve for development of above land ............... $ 42,000 
Seorventh GE Tee WE ink os vents bub eapoes os5e 650 
Removal and storage, 600 loads of top-soil ............ 1,500 
Option on 150 lots, unimproved land, Graham estate ... 7,500 
Sales from sand-pit, Walker land .................4.. 1,200 
Salon ah WG, GP TAGE iis «vince cs 0 as ccqisitbndesncces 450 
py Pk Re ete 1,650 
Assessment on 120 lots, Walker land, for district sewer 4,800 
Organization expense, legal and other charges ........ 1,620 
Retaining fee to lawyer, one year to May 31, 1923 .... 1,000 
Legal charges for mortgages and sales of houses ...... 450 


Real-estate taxes on 120 lots, Walker land, to May 31, 1923 2,400 
Outstanding first mortgages on houses unsold, 1 de- 


tached, $9,000; 1 semi-detached, $7,000 .......... 16,000 
Commissions, etc., on building loans .................. 4,800 
Iutorent, GRE, cis: Dee TRI ig isise's's Sonicebact acces 750 
General expense, June 1 to November 30, 1922 ........ 3,200 
General expense, December 1 to May 31, 1923 ........ 5,500 
Capital stock issued, preferred, 7% cumulative ........ 125,000 
Capital stock issued, common .............+200+ee000% 7,500 
Group 1— 

Paid to contractor, on requisitions ............... 156,600 

Paid to contractor, fixed fee ..........c2ssccccess 10,000 

Paid to contractor, for extras and other fees ...... 24,310 


(Apportion the above three items, 10% on each de- 
tached and 8% on each semi-detached house) 


Balance due to contractor for group 1 ................ 1,910 
Transfer of labor and material to group 2 ............ 175 
Transfer of labor and material to group 3 ............ 125 
Jaopnetion Geen GO RAG 6. nic cos 6cees nésdcnnsbucs end 250 
Gis wind Demenes. Bat TING iis os cdc csc cicnecvicandon 150, 
Compensation paid for cancelation of order for mill 

work because of changes in plans ................ 1,500 
Hire-purchase instalments, saw-mill .................. 150 
Fire insurance on 12 howses ..........scscseccsscseees 90 
Coal for heating houses during construction .......... 320 
Planting gardens and making lawns, 12 houses ........ 2,000 


(Apportion according to feet frontage) 


Sales of houses— 
BG via voce amcindeeee ods ccmeeeae rire .eton 28,500 
9 grub oa kk bios oR 191,650 
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Dr. Cr. 

Loss on sales of second mortgages— 

DE ID Se ei ccs ssh enndes cases e eed 2,100 

PN icin scans od60 ee emnndnws 10,375 
Commissions on sales of houses— 

ED had eo pawn Cals tes cue cane <ae weele 662 

er a ia bee uenmeirdeds bs eect es 3,200 
Grading (one-half each, groups 1 and 2) ............. 4,500 
Sewering (one-half each, groups 1 and 2) ............ 2,500 
Development, 75 unimproved lots, Walker land ........ 13,400 
Architect’s fees for plans, specifications and supervision— 

Mn Cokie ee cab cine wen ne CR ORKAR GER BN 4,000 

ER ha aid Dion cans 64hys saa eh aed ak Gaek 620 

ie ean ksi 0. neta esa ae baa pab ERs 600 
ic nass ore nde sheen ee Keemaeern 1,220 
Work billed and paid, group 2 ...................0055 9,500 
Oe Pere ee rer 7,200 
Valgimigli company, 10% retained ................... 1,670 
Gootem &, 2OGATeP EFORS BIGED FE oon. c ccc cecsccccccees 175 
Group &, transfer from group 1 ....n. oc ccc ccccccccces 125 
Hire-purchase payments, concrete-mixer .............. 420 

(Used equally in groups 1, 2 and 3) 
Colice feerettare GWG GeGePES o.oo cco cc ccctseccsvcecess 800 
I ee aici cin nhs Mak WA 08 whee eee 250 
Pine Mapttramce, Teld GHGS 2. o.oo ccc cece scececeescss 15 
ee Be Sind dec en nen ka een emions 10,000 
Be BN NE fo viidaiccedcurendssescccespanrwaay 15,768 


From the foregoing, prepare: 

(a) Statement showing the profit or loss on the operations for the 
period to May 31, 1923, with the average cost and gross profits on the 
detached and semi-detached houses sold. 

(b) Balance-sheet as at June 1 (May 31), 1923, after making such 
adjustments, provisions for reserves, etc., as you think necessary from 
the details presented and from the following audit notes: 

One detached and one semi-detached house of group 1 remained unsold 
May 31, 1923. 

Plant, material and loose tools remaining on hand from group 1 
operations were valued at $2,250. The original cost, $3,500, had been 
charged to material of group 1. 

The field office was estimated to have a scrap value of $150 after 
three years’ use. 

The contractor for group 1 is to be charged $250 for use of the field 
office. 

Of top-soil stored 510 loads were on hand May 31, 1923. 

On first mortgages of $16,000 on houses unsold interest at the rate of 
6 per cent. per annum had been paid to March 31, 1923. 

Fifty per cent. of amount paid for hire-purchases instalments is to be 
written off for wear and tear. 

The by-laws of the company provide for salaries as follows: The 
president is to receive 10 per cent. of the net profits for management; a 
further 10 per cent. is to be divided amongst five other directors. 


(For solution see Working Papers on pages 136 and 137) 
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Note 1. As there seems to be no information on which a division of 
the field office depreciation can be made between the three groups of build- 
ings, the entire amount is charged directly to profit and loss. The depre- 
ciation will be $1,500 in three years, or $500 per year. 


Note 2. The taxes, $2,400, cover a year, beginning June 1, 1922. As 
the land was not purchased until July 1, 1922, one month’s taxes, or $200, 
is a proper charge to the cost of the land. It is possible that the real 
estate taxes should be thrown into the real estate account as a capitalized 
carrying charge. This is not very conservative accounting, however, and 
in this particular case it seems to be impossible to make any reasonable 
apportionment of taxes between capitalized carrying charges and expenses. 
If any taxes are to be capitalized they should be only the taxes applicable 
to the lots unsold. If this were done it would be permissible to charge to 
the cost of the group 1 buildings such a proportion of the taxes as had 
accrued prior to the dates of sales. But these dates are not known. There- 
fore the most reasonable thing to do seems to be to charge the entire 
amount of taxes as an expense. 

Note 3. It will be noticed that a division of the general expense 
account is made as at November 30, 1922. Notwithstanding this fact the 
entire general expense is shown as a charge to profit and loss. Theo- 
retically it would be permissible to charge the real estate account with the 
general expense applicable to the period during which the real estate was 
being developed; general expense incurred after the period of sales began 
should be treated as an expense. No sales were made until after March 31, 
1923, because the building operations were not completed until after that 
date. The general expense prior to March 31, 1923, might, therefore, be 
charged in part to the land and in part to the buildings. But there is no 
way of dividing the expense account as of March 31, 1923, and if there 
were it would be impossible to make a distribution of the expense prior to 
that date as between the land and the three groups of buildings. 

Note 4. The stated ratio of 20 per cent. and 80 per cent. is used for the 
division of costs between the two classes of houses in group 1, in respect 
of the following items: 


Payments to contractor on requisitions. 

Payments to contractor for fixed fee. 

Payments to contractor for extras and other fees. 

Credits for transfers of labor and materials to groups 2 and 3. 
Inspection fees for houses. 

Gifts and bonuses for houses. 

Compensation paid for cancelation of order for mill work. 
Depreciation of saw mill. 

Fire insurance on 12 houses. 

Coal for heating houses during construction. 

Architect’s fee. 

Credit for plant, materials and loose tools. 

Bonus to contractor. 
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Note 6. The $2,250 grading cost allocated to group 1 is divided 
between detached and semi-detached houses on the basis of frontage: 


Detached 90/400 of $2,250 = $ 506.25, or $ 506 
Semi-detached 310/400 of 2,250 — 1,743.75, or 1,744 


The same ratio is used in dividing the sewering cost of $1,250. 

Note 7. The contractor is credited with a bonus of $2,280.00, com- 
puted as follows: The payment tothe contractor for requisitions, $156,600.00, 
minus the $175.00 item and the $125.00 item for transfers to groups 2 and 3, 
leaves a balance of $156,300.00. To this balance is added the $10,000.00 
fixed fee, making a total of $166,300.00. Deducting this sum from 
$172,000.00 leaves a balance of $5,700.00, on which the contractor is 
entitled to a bonus of 40 per cent., or $2,280.00. 

Note 8. The land was to be charged against completed houses at the 
rate of $1,600.00 per lot of 20 feet. At this rate the charge to the detached 
houses for 90 feet was $4,500.00, and the charge to the semi-detached 
houses for 310 feet was $15,500.00. But $1,000.00 per lot was too high a 
charge. The land has cost: 

Purchase price $120,000.00 
Less reserve for development 42,000.00 


Net purchase price 78,000.00 
Surveys 650.00 
Sewer 4,800.00 
Taxes accrued before purchase 200.00 


$83,650.00 


As 20 lots out of the total of 120 have been used for completed houses 
in group 1, the proper charge for the land should have been % of $83,650.00, 
or $13,942.00. The $20,000.00 charge was, therefore, $6,058.00 too high. 
Unless an adjustment is made for this item the profits on the sales will 
be understated, and the land remaining will be undervalued. Six thousand 
and fifty-eight dollars is 30.29 per cent. of $20,000.00. Applying this rate 
to $4,500.00 and $15,500.00, we have $1,363.00 and $4,695.00 as the cor- 
rections for detached and semi-detached houses, respectively. 

Note 9. The balance of the Walker land account, after crediting the 
account with the corrected amounts charged to completed houses, is com- 
puted as follows: 

Total of land cost as shown in note 8 $83,650.00 
Less corrected amounts charged to group 1... 13,942.00 


Balance 69,708.00 
Add development charges on unimproved land 13,400.00 


$83,108.00 
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Note 10. The inventory values of houses in group 1 are computed as 


Semi-detached 
$125,280 
8,000 
19,448 
200 

120 
1,200 

60 

72 

256 
1,550 
1,744 
969 
3,200 

56 
15,500 
1,824 


179,479 


$ 140 

100 

1,800 
4,695 6,735 





follows: 
Detached 
Paid to contractor on requisitions... $31,320 
Paid to contractor—fixed fee ........ 2,000 
Paid to contractor—extras .......... 4,862 
Inspection fee for houses .......... 50 
Gifts and bonuses for houses ....... 30 
Cancelation of mill orders ......... 300 
Depreciation—saw mill ............ 15 
Pe NE ibis. Sawciebixehins o0 00 18 
Heating during construction ....... 64 
Planting gardens and making lawns. . 450 
GE 6 netcadcopnscamebbeediesces 506 
DOU ob hawt cothccncievendecens 281 
pe eT eee ere 800 
Depreciation—concrete mixer ....... 14 
OT Be LAS EE S| Ls Fe ree 4,500 
Bonus to Ceetwacter oo cicis sc cecse 456 
ye err ere 45,666 
Deduct: 
Transfer of material and labor togroup2 $ 35 
Transfer of material and labortogroup3 25 
Plant, materials and loose tools ..... 450 
Adjustment of charge for land ..... 1,363 1,873 
Cost: 2 detached houses .......... $43,793 
10 semi-detached houses ...... 
Inventories: 1 detached house ....... $21,897 


1 semi-detached house. . 


$172,744 


$17,274 


Note 11. As usual, in the case of salaries or bonuses based on the 
profits, the question arises as to whether the salary is to be considered an 
expense before considering the profits to be net. In this solution the profits 


are considered to be net before deducting the salaries. 


If the salaries are 


to be considered an expense, they would be computed as follows: 


$9,547 + 120% = $7,956, the net profit. 
$9,547 — $7,956 = $1,591, the salaries. 
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PROFIT-AND-LOSS STATEMENT 
For THE YEAR ENDED May 3], 1923 










| Semi- 















































Detached detached Total 
MIND os sic: secant aS pea edd. mica Maks ma bake wad $28,500 $191,650 $220,150 
Deduct: Commissions on sales ............. 662 3,200 3,862 
Loss on second mortgages ........ 2,100 10,375 12,475 
pi SS ro we 2,762 13,575 16,337 
NN Or a 25,738 178,075 203,813 
Deduct cost of houses sold: 
Total cost (per statement in note 10)... 43,793 172,744 216,537 
Less inventory (average cost) ......... 21,897 17,274 89,171 
Semen WE IE GU 6 bk oo ace ve eceiueges 21,896 155,470 177,366 
Se ID i OE Sins d bcias dicsensada 3,842 22,605 26,447 
Average—Detached houses..... $3,842 
Semi-detached ....... 2,512 
Deduct expenses: 
Field office: | 
Ne OOS FOO 500 
Pe IND oir ciek cede cncieeddresws 15 
Retaining fee to lawyer ............... 1,000 
Legal charges on mortgages and sales .. 450 
PRES FE ee) ae 2,200 
Commissions, etc., on building loans .... 4,800 
Interest on building loans .............. 910 
RE I oo akc dsicsns Sasiavandenwe 8,700 






Salaries to president and directors ...... 














Profit on building operations ............... 
Add other income: 

a we NOD bi 6 ba od ods otc ceeves 250 
Profit on sales of top-soil .............. 225 
Benn Se I bo citer nibsives teewis 












SOE DUE Gat TOG GOOD ccscessce veccccecese 














Students’ Department 








THE Benson CoMPANY 
BALANCE-SHEET 
May 31, 1923 
Assets 
Fixed assets: 

POR: SIR acidic din C200 cin te RO $ 1,150 

Saw mill—instalment contract .................. 75 

Concrete mixer—instalment contract ............ 210 

Plant materials and loose tools ................3 2,250 

Coe MID 5 so 05.0 on cduultnceoes bk Ueoncweens 800 $ 4,485 

Real estate : 

BE aga < és cos db ae codeeetick teehee ce sheeeeS 83,108 

Detached house—group 1 ...........0eeeeeeeeeee 21,897 

Semi-detached house—group 2 ................. 17,274 

Group 2 houses under construction ............. 13,865 

Group 3 houses under construction ............. 7,995 

Sep Gi Ce 8s Bis OARS CR ee 1,275 145,414 

Other property : 

een ak SES SN oi i 7,500 

Pete MI So 5 ia Seeders tentisee cic aa 250 

Pirkei Te ah ies Gn os ki 15,768 23,518 

Deferred charges: 
Ceeaen CHBONNNE 6 a6 kde i igs A ik 1,620 
$175,037 
Liabilities 
Current liabilities : 

ee RE OR eS ee i aT $ 3,940 

REE Ten Core fe eM 1,220 

I NN iin oi ins vnrdnndndadeanaeaen 1,670 

SR od sak cance hike nedainampaee cede 10,000 

SEE SOON pick becca do enrnaknenadnnsies whe 160 

Accrued salaries to president and directors ...... 1,909 $ 18,899 

Fixed liabilities : 
 , eerereey err rer ere Pre 16,000 
Capital : 

Capital stock preferred—authorized ............. 150,000 
ee ey eee re re 25,000 
Cette. obas ns vesetncdincdacunaksseve 125,000 

Copteal stock GOMOD 2006s cccsccdsveescscnsenks 7,500 

GINS aoc 5n'cs ce neys dvs eveteetieddsseeeinaseee 7,638 140,138, 

$175,037 
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5. (8 points) : 


The vendor of a business to a corporation has taken part of the 
purchase price in preferred and common stock. 

On account of a decline of the annual profits, the vendor makes a gift 
to the corporation of $100,000 preferred stock, to be sold for the benefit 
of the corporation. 

How should this be treated on the books of the corporation? May 
the $100,000 be used for payment of dividends? 


Solution: 

The corporation should debit treasury stock preferred, and credit 
capital surplus. If a deficit existed before the gift, the deficit should be 
closed from the books, and only the excess should be credited to capital 
surplus. Any surplus balance remaining would be available for dividends. 





Fred W. Hart and Elmer J. Bauer announce the formation of a part- 
nership, practising under the firm name of Hart & Bauer, with offices at 
921-22 Chicago Trust building, Clark and Monroe streets, Chicago, Illinois. 





John F. Byrne, A. F. Lindberg, Joseph T. Byrne and I. A. Lindberg 
announce the formation of a partnership under the firm name of Byrne, 
Lindberg & Byrne, with offices at 30 Broad street, New York. 





Harry J. Douglas and Roderick MacLeod announce the formation of 
a partnership under the firm name of Douglas & MacLeod, with offices in 
the Kohl building, San Francisco, California. 





M. Blumenstock and M. Sugarman announce the formation of a part- 
nership under the firm name of Blumenstock & Sugarman, with offices at 
110 East 42nd street, New York. 





Chester P. Child announces the opening of a branch office in the 
Waterbury National Bank building, 193 Grand street, Waterbury, Con- 
necticut. 

H. Ivor Thomas announces the removal of his offices to 1008-9 
A. G. Bartlett building, Seventh and Spring streets, Los Angeles, 
California. 

Alexander J. Lindsay announces the opening of an office in the 
First National Bank building, Denver, Colorado. 











Abraham Karmel announces the removal of his offices to the 
Flatiron building, 949 Broadway, New York. 





E. Herbert Dingley announces the removal of his office to 110 Main 
street, Farmington, Maine. 





Bennett & Berck announce the removal of their offices to 276 Fifth 
avenue, New York. 
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“Payment of Dividends Before Restoring Impaired Capital” 


Editor, The Journal of Accountancy: 


Str: In the March, 1923, issue of THe JourNAL oF ACCOUNTANCY 
there appeared a paper written by C. F. Schlatter concerning the Payment 
of Dividends before Restoring Impaired Capital. 

This article, prepared by Mr. Schlatter, sets forth the proposition 
that according to the law at the present time it is illegal to pay dividends 
before restoring impaired capital, and further, contains the statement, 
“Of course it is understood that a corporation formed to work a wasting 
property * * * need pay no attention to depletion and that in such 
cases dividends will be paid partly from profits and partly from capital.” 

In the May, 1923, issue of THe Journat or Accountancy, R. L. 
Floyd takes exception to the statement of Mr. Schlatter regarding the 
payment of dividends by corporations formed to work a wasting property, 
and in his article quoted in detail the Illinois statute which, like the 
statutes in a great number of states, prohibits the “payment of dividends 
before restoring impaired capital.” His claim appears to be that Mr. 
Schlatter has not substantiated his statement by sufficient authority. 

Mr. Schlatter, by way of replication, in the same May issue, admits 
the existence of the Illinois statute, and further, that Illinois and those 
states which have similar statutes have done nothing more than place 
upon the statute books a reiteration of the common law. For, Mr. Schlatter 
points out, the payment of dividends before restoring capital which has 
become impaired has been prohibited by common law long before the 
passage of these statutes. He then submits a number of quotations from 
leading authors, such as Fletcher, Morawetz, Cook, Clark, and others, who 
are recognized as authorities in the field of corporation law, and also 
cites a number of cases, all of which seem to lead to the conclusion that 
although it is illegal to pay dividends before restoring impaired capital, a 
corporation formed to work a wasting property is an exception to this 
rule, and therefore does not come under the statutes aforementioned. 

Mr. Floyd then replies in the August, 1923, issue of THe JoURNAL OF 
AccouNnTANCY to the effect that the text-books on corporation law are not 
reliable as a means of ascertaining the authority on such a question, and 
further, that the cases cited, and the quotations therefrom, do not hold 
squarely upon the point, but contain dicta which is not to be relied upon 
in deciding a question of such import. Mr. Floyd in the August issue 
adds to the list of cases cited by Mr. Schlatter the case of Lee vs. 
Neuchatel Asphalt Company (L. R. 41, Ch. 1), which he contends appears 
to be the leading case upon the question of wasting assets as it applies to 
the point in issue, but that the facts are too complex, and the decisions 
of the various judges are those no well-informed judge of today would 
follow. 

In the case of Lee vs. Neuchatel Asphalt Company, the facts are very 
well set out in the opinion of Cotton, L. J., who says: “The action is 
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brought by one ordinary shareholder, on behalf of himself and all the 
other ordinary shareholders against the company and the directors, one 
of whom has been appointed to represent the preference of shareholders. 
In order to understand the nature of the case, it is necessary to state 
shortly the nature of the formation of the company. There were six 
companies, which were in various ways entitled to the benefit of, and were 
working a concession for the carrying on of mines near Neuchatel, which 
produced the asphalt. The present company was formed by the amalga- 
mation of these six companies. The nominal capital of the company is 
£1,150,000, divided into £10 shares. No money was paid when the present 
company was formed, but the assets of the previous companies were taken 
over by the present company, and out of the 115,000 shares in the company 
113,000, representing a nominal capital of £1,137,000, were given to the 
six old companies, and the concession and the rights which were made 
over were taken as being assets to answer that share capital. 

“The object of the action is, on behalf of the ordinary shareholders, 
to prevent a dividend from being paid out of the excess of the receipts 
of the company above its expenditures for the year 1885. On what ground 
is that put? The articles justify the declaration of a dividend by a general 
meeting without making any reserve for the renewal or replacing of any 
lease or of the company’s interest in any property or concession, but that 
is said to be ultra vires. The plaintiff puts his case in three ways. The 
first point I understand to be this: that a great part of the capital of the 
company has been lost. Now, what is meant by ‘capital’? If it is meant 
that any part of the assets has been lost, in my opinion that is wrong. I 
do not say that no part of the assets has ever been lost, but on the evidence 
before us the assets of this company are of greater value than at the time 
of the formation of the company in 1873. They then had, it is true, a 
concession, but for a shorter period than this one they have now got, and 
the royalty was very heavy. Now they have a longer time for the con- 
cession to run than they had in 1873, and they have got very much more 
profitable terms than they had at the first. In my opinion, so far as there 
being any loss of assets, the company has now in its possession a larger 
amount of assets than it had at the time it was formed. Of course the 
present case is very different from that of a company where money has 
been paid on all the shares. That case is open to very different con- 
siderations. Here all that was taken by this company from the first com- 
panies was their assets, and in my opinion those assets have increased in 
value, so that as a matter of fact that first point entirely fails. 

“The plaintiff's second point is that the property of the company is 
not now sufficient to make good the share capital; that assets to provide 
for that share capital must be made up before any dividend can be 
declared; that if dividends are declared without that being done, that is 
to be treated as a return and a division of capital amongst the share- 
holders, and therefore illegal. In my opinion that is entirely wrong. It 
is a misapplication of the term ‘return of capital.’ The word ‘capital’ is 
used in many senses: one sense is the nominal capital, that capital which 
in the case of a company limited by shares is to be defined by the memo- 
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randum of association. * * * It is impossible that the assets can be 
stated in the memorandum of association, but the share capital has to be 
stated. Then it is no doubt the law that the capital, in the sense of the 
assets of the company obtained for the shares, must not be applied except 
for purposes of the company. * * * In my opinion there is no obli- 
gation in any way imposed upon the company or its shareholders to make 
up the assets of the company so as to meet the share capital, where the 
shares have been taken under a duly registered contract, which binds the 
company to give its shares for certain property without payment in cash. 
Shares must be paid up in cash, unless under an agreement duly registered 
there is a contract to allot or give the shares for something different. 
* * * In my opinion this second point fails as well as the first. 

“The third point was to my mind the only one which occasioned any 
difficulty. It is said that the concession is a wasting property, and as it 
is a wasting property, that dividing its annual proceeds is dividing part 
of the capital assets of the company, which are represented by this con- 
cession. That was pressed upon us, and that is a difficulty, because it is 
established, and well established, that you must not apply the assets of 
the company in returning to the shareholders what they have paid up on 
their shares, or in paying what they ought to have paid up on their shares. 
* * * There is nothing in the act which says that dividends are 
only to be paid out of profits, * * * there is this firmly fixed: that 
capital assets of the company are not to be applied for any purpose not 
within the object of the company, and paying dividend is not the object 
of the company, the carrying on the business of the company is its object. 
If this property were property of another nature, property which would 
not be reasonably or properly consumed in providing profit, the case would 
stand in a very different position. * * * In considering whether this 
is to be treated as an honest division of profit, or as a division of capital 
under the guise of declaring a dividend, the court will have regard to the 
directions of the articles, although, of course, if those articles authorize 
not a mere division of profit but a division of capital (using ‘capital’ in 
the proper sense of the word—by which I mean permanent assets, and 
assets not to be expended in providing for the profit earned by the com- 
pany), such a provision will be ultra vires and void. Here there was not 
a division of capital under the form of declaration of dividend by a 
scheme or plan for dividing assets of the company, the declaration of 
dividend was in accordance with the articles, and not contrary to the 
general law, and the court ought not to interfere. In my opinion, there- 
fore, the appeal fails.” 

Lindley, L. J., gives an opinion which leads to the same conclusion. 
Lopes, L. J., in concurring with Lindley, L. J., and Cotton, L. J., said: 
“The capital in an undertaking like this is in its inherent nature wasting. 
The scheme of this undertaking is that there should be a gradual 
exhaustion of material; the wasting is the business of the company, and 
without such gradual exhaustion there would be no revenue. I am unable 
to see in this case that either capital or the produce of capital has been 
dealt with in a way which is not authorized.” 
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This case is perhaps the oldest case in which the courts have attempted 
to decide that corporations or companies formed to work wasting property 
do not fall within the rule that there cannot be a payment of dividends 
before restoring impaired capital. It must be remembered that the case 
of Lee vs. Neuchatel, etc., is an English case, and rules and regulations 
used in forming such companies are somewhat different from those in 
our own country, yet no court could have held more squarely that the 
facts constituted an exception to the general rule. 

In the case of Excelsior Water & Mining Co. vs. Pierce (Cal. 27, 
Pac. 44), Mr. Floyd admits the truth of the quotation from this case by 
Mr. Schlatter, but attempts to negative the effect of it by the fact that 
the enterprise was only partly a mining one. However, it must be remem- 
bered that whether an issue is decided affirmatively or negatively, the same 
rules of law apply. This case stands squarely upon the proposition that 
the word “capital” under the statutes means the actual amount contributed 
by the shareholders and forbids the division of capital among the share- 
holders. But, according to Chief Justice Beatty: “This inhibition, how- 
ever, did not extend to net proceeds of its mining operations, for a mining 
corporation, like any other corporation organized for the purpose of 
utilizing a wasting property—a property that can be used only by con- 
suming it—as a mine, a lease, or a patent, is not deemed to have divided 
its capital merely because it has distributed the net proceeds of its mining 
operations, although the necessary result is that so much has been sub- 
tracted from the substance of the estate. It may distribute its net earnings 
although the value of the mine is thereby diminished. But it may not sell 
the mine, or any part of it, and distribute the proceeds.” It is difficult to 
formulate a more concise statement of the law than that contained in 
the opinion just quoted, and furthermore, the case of Lee vs. Neuchatel 
is cited and its true worth relied upon. 

In People, etc., vs. Roberts, Comptroller (51 N. E., 293), it was the 
duty of the comptroller to ascertain the amount of capital employed within 
the state by corporations conducting part of their business within the 
state and part without, and, in order to do this, the comptroller was 
compelled to face squarely the fact that the company was organized for 
mining purposes, and therefore, fell within the class where capital is 
naturally impaired. Although challenged by Mr. Floyd, the question 
whether money accumulated by passing dividends and invested in a railroad 
outside the state was taxable as capital was decided by determining 
whether this so-called profit had to be returned to make up the impaired 
capital. Therefore, it must be decided that, as Mr. Schlatter pointed out, 
“The decision of the case turned upon the question whether or not the 
depletion of a mine must be deducted from income before profits for 
dividends emerge. The court held that depletion need not be considered.” 

In Boothe vs. Summit Coal Mining Co. (104 Pac. 207), a Washington 
case, Mr. Floyd and Mr. Schlatter are agreed upon the facts, but it is 
Mr. Floyd’s contention that the issue was as to what constituted “profits” 
in the contract between the parties, and not “dividends.” Admitting that 
“profits” and “dividends” are not the same, it is well established that 
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dividends cannot be declared unless there are profits. A “dividend,” as 
defined in the case of People ex rel Pullman Co. vs. Glynn (114 N. Y. 
Supp. 460), “is a corporate profit set aside, declared, and ordered by the 
directors to be paid to the stockholders upon demand or at a fixed time.” 
It is, therefore, obvious that in determining “profits,” the question of 
“dividends” must be borne in mind, and the importance of the effect of 
declaring “dividends” in a concern where there is a wasting of assets must 
be carefully noted. 

In citing the case of Mellon, et al. vs. Mississippi Wire Glass Co. 
(78 Atl. 710), Mr. Schlatter brings forth the objection from Mr. Floyd 
that it “was not on the question of whether certain dividends were legal 
but was upon the interpretation of a contract. There was no allegation 
that the capital had been impaired.” Admitting there was a contract in 
this case that was before the court for interpretation, the court was com- 
pelled to decide whether or not there would be a violation of the rule 
against impairment of capital, for that was the issue, and the court held 
that a corporation formed to work a wasting property could pay dividends 
before restoring the impaired capital. 

In Van Fleet vs. Evangeline Oil Co. (56 So. 343), a Louisiana case, 
it appears that prior to the organization of defendant company a quantity 
of oil from the wells now owned by defendant company had been placed 
in tanks. After the organization of defendant company, a dividend had 
been declared, and the plaintiff, a stockholder, asked that a receiver be 
appointed for the reason that under the laws of Louisiana it is unlawful 
for a corporation to declare dividends out of capital. The company con- 
tended that the dividend was paid from the proceeds of the sale of oil, 
the product of defendant’s wells, and since the taking of oil from the 
wells tended to exhaust the supply, the capital did not have to be replaced. 
The court recognized the rule that companies operating mines and other 
such other properties may properly declare and pay dividends, although 
the properties become exhausted by the working of them, but went on 
to say and hold that the oil placed in tanks before the organization of 
defendant company could not be considered as being a wasting of the 
property, and therefore, was part of the capital. The court used the 
argument of the defendant company as the reason for holding that since 
the oil placed in the tanks before organization of the company was a 
part of the capital, the company had violated the statute against impair- 
ment of capital, and that a receiver should be appointed. 

Mr. Floyd closes his article by saying: “The supposed exception as 
to wasting assets appears to have grown out of rather poorly considered 
dicta which the courts have put into their opinions while actually deciding 
the cases on other grounds. In my opinion the decisions show that, as 
matter of law, corporations working wasting assets do not constitute an 
exception to the rule that dividends must be paid from profits and not 
from capital.” 

Perhaps a few words by way of defining “dictum” would not be 
amiss. “‘Dictum’ is of two kinds, ‘obiter’ and ‘judicial.’ ‘Obiter dictum’ 
is an expression of opinion by the court or judge on a collateral question 
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not directly involved or mere argument or illustration originating with 
him, while ‘judicial dictum’ is an expression of opinion on a question 
directly involved, argued by counsel, and deliberately passed on by the 
court, though not necessary to a decision. While neither is binding as a 
decision, judicial dictum is entitled to much greater weight than the other 
and should not be lightly disregarded.” In re Chadwick’s Will (82 Atla. 
918, 1919); Words and Phrases, Vol. 2, p. 32. “Wherever a question fairly 
arises in the course of a trial, and there is a distinct decision thereon, 
the court’s ruling in respect thereto can in no sense be considered as 
mere ‘dictum.’” New York Central & H.R. R. Co. vs. Price (150 Fed. 330, 
332) ; Words and Phrases, Vol. 2, p. 32. The statement that the cases cited 
contain nothing but dicta is not based upon a clear and comprehensive 
understanding of the manner of deciding issues arising in the course of 
a lawsuit. There is a comparatively small amount of dicta in these 
cases cited, and the greater amount of that is judicial dicta which is given 
considerable weight under the doctrine of stare decisis. 

Mr. Floyd in his last reference to the case of Lee vs. Neuchatel, etc., 
states that: “If a board of directors declares a dividend and its declaration 
or the books or evidence adduced shows that it is partly from capital it 
will come in direct conflict with the statute and no justification will be 
found in the cases cited, as they specially hold that in those cases capital 
was not impaired * * *,” 

True enough, if a dividend is declared partly from profits and partly 
from capital, the declaration or the payment, or both, of such dividend 
is in direct conflict with the statute of Illinois and similar statutes in 
other states, but there are exceptions to a great number of rules, and one 
of these exceptions is to the statute referred to. What is the law remains 
the law until it is changed by legislative enactment, or until an exception 
is established by subsequent court decisions. Admitting again the 
existence of the statutes against impairment of capital, an exception is 
established by the cases set out as to the declaration of dividends by 
corporations formed to work wasting assets, such as mines, leases, patents, 
etc., and the exception is to the effect that there may be a declaration 
and payment of dividends before restoring the impaired capital. If the 
capital were not impaired, such an exception would be unnecessary, for 
then there would not be a violation of the statutes. It is to be deplored 
that there is not a greater number of cases in which this question has 
arisen and has been decided, but the chief reason may be that the stock- 
holders in such ventures are satisfied with the returns on their investment 
and what appears to them to be a logical and just management. 

If this issue were to arise tomorrow, it would not be a certainty that 
the court having jurisdiction would decide the case according to the weight 
of authority which the cases cited indicate. Neither would it be a cer- 
tainty that the supreme court of any state would not reverse its previous 
decision upon any issue, for the mind of the jurist is awake to the fact 
that issues have been wrongly decided and that necessary changes must 
come about. Undoubtedly, the jurists hearing the earliest cases on the 
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issue before us were keenly aware of the necessity of just such an 
exception as we find therein established, and acted accordingly. 

After a complete and exhaustive study of the several noted authors 
on corporation law and of the cases cited herein, with the idea in mind of 
determining whether or not an exception to the general rule against 
payment of dividends before restoring impaired capital has been established 
by them, there is no other alternative than to hold that where a cor- 
poration is formed to operate a mine, lease, patent, etc., which is in its 
inherent nature wasting, dividends may be declared before impaired capital 
is restored. 

Yours truly, 


Cleveland, Ohio, November 26, 1923. B. T. Davinson. 





Growth of Professional Ethics 
Editor, The Journal of Accountancy: 

Sir: The reading of Mr. Nau’s paper, Growth of Professional Ethics, 
published in the January JourNAL, has afforded the writer a great deal of 
pleasure. Though only a student of accountancy, I am one of a number 
the goal of whose aspirations is membership in the Institute, and cannot 
refrain from expressing the satisfaction which I experience when I 
observe what thought and effort the leaders of the profession are devoting 
toward the attainment of the highest ideals for their calling. 

We students should feel deeply grateful for these efforts and do all 
we possibly can to aid in the accomplishment of whatever has not been 
done to bring their efforts to a successful conclusion, and thereafter, to 
maintain the high standard which will have been procured. 

Personally, I can see the results of the efforts which have been put 
forth. Business men and the public generally are daily becoming more 
inclined to consider members of the profession, and especially Institute 
members, as men of the highest integrity, and, as Mr. Naw says, the 
recognition which the treasury department of our government has given 
to the Institute’s code of ethics is a big step forward in this work. 

Thanking you very kindly for this article as well as for numerous 
others which come to me through THe JourNnAL, I am, 

Yours truly, 


Andrews, S. C., January 4, 1924. C. T. Be. 
A 
James Whitaker Fernley 
James Whitaker Fernley, for many years a member of the American 
Institute of Accountants and a certified public accountant of Pennsylvania, 
died on January 8, 1924. Mr. Fernley was one of the organizers of the 
Pennsylvania Institute of Certified Public Accountants in 1897 and aided 
in securing passage of the C. P. A. law in that state, later serving as 
president of the state board of examiners. He also served as president 
and vice-president of the Pennsylvania Institute. Mr. Fernley contributed 
much towards the development of the accounting profession in his state. 
AR 
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INCOME TAX PROCEDURE, 1924, by Roperr H. Montcomery. 
Ronald Press Company, New York. 1,900 pages. 


The 1924 edition follows closely the 1923 volume. Despite an increase 
of 150 pages, there is a slight decrease in size, accomplished by enlarging 
the printed space of each page. A significant indication of the growth 
of the subject is the author’s apology in 1918 for the length of a book of 
less than 800 pages. Two 1923 chapters have been subdivided to produce 
two new ones, payments, and net losses. One general index replaces three 
separate indexes. 

This book provides a splendid starting point for the solution of any 
income-tax problem. All important decisions and treasury department 
rulings seem to have been covered. An examination of the index to treasury 
department rulings will indicate the last internal revenue bulletin utilized 
and thus fix the point of beginning for a search for changes. Obviously, 
no bound book can contain the last word on a subject which is daily in 
a state of flux. It is a very present help, however, to have the author’s 
comments on each point as a foundation. 

Readers who are inclined to skip the preface of a book should not do 
so in this case. There the author reminds us that we still have to deal 
with “the same old congress” and that business men while giving three 
cheers for Secretary Mellon should at the same time seek to make an 
impression upon individual members of congress. Nor should they fail 
to claim proper refunds “as long as the treasury persists in sending out 
illegal assessments,” a recommendation supported by the fact that 72 
per cent. of the claims filed during the last fiscal year were allowed. The 
author expresses righteous indignation at the treasury’s failure to publish 
all its decisions, leaving the unpublished ones available only to department 
employees and their friends. In the author’s opinion there is no moral 
turpitude here, but that is small consolation to a taxpayer who is unable 
to find out why his claim is rejected. 

The book is full of practical suggestions and only a few can be noted. 
As usual, the author has included a substantial amount of helpful account- 
ing theory, one example being the accounting for stock dividends on 
stock without par value. About 60 pages are devoted to depreciation 
rates. It is suggested that in preparing a consolidated return, the return 
for each corporation be reconciled, and the individual reconciliations com- 
bined through elimination of intercompany adjustments. He discusses 
consolidated returns, with reference to losses of affiliated companies and 
the possible loss of specific credits. Corporations are advised to purchase 
their maturing securities just before redemption dates so that the security 
owners can take advantage of the 12% per cent. rate on capital gains. The 
author urges taxpayers to pay under protest when there is the slightest 
question, so that they may take action in the courts. 
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Procedural matters are explained at some length. An organization 
chart of the income-tax unit ids given, another chart shows the course of 
audits of cases in the bureau of internal revenue, and the procedure before 
the committee on appeals and review is outlined. A number of forms are 
given; for example, a specimen appeal and a power-of-attorney. The 
author might have mentioned the requirement that each of two or more 
joint executors or administrators must secure a power-of-attorney although 
that is opposed to all customary practice wherein one joint representative 
can bind the estate. One misses the forms given in the 1922 edition and 
it might have been wise to use an additional 50 pages to cover them. Th: 
chapter on deductions for expenses is full of practical suggestions and, 
incidentally, of human interest. 

The author’s desire to be practical rather than theoretical is illus- 
trated by his handling of the Supplee-Biddle Hardware Company case 
(under the 1918 law). This case held that proceeds of life-insurance 
policies received by corporation beneficiaries are not taxable. The case 
may not be sound law but the author confines his comment to a recom- 
mendation that claims for refund be filed. Taxpayers are entitled to 
protection, although the reasoning of the court in giving it may be ope. 
to argument. 

Two decisions of importance have been rendered since the publication 
of this book. One of them, Bankers Trust Company vs. Bowers, overrules 
the treasury and the district court which have held that section 226 (c) 
applies to returns for a decedent and his estate. The commissioner has 
announced that no appeal will be taken and that the regulation will be 
amended to conform to the decision in this case. Another case of importance 
is Gavit vs. Irwin, which holds that periodical distributions to beneficiaries 
of trust estates may be construed as gifts instead of as income. This is even 
further than the author has gone. In objecting to the treasury’s position 
that these are income even though the beneficiary has no interest in thx 
principal, the author’s very logical position has been that the tax shoul! 
be only on the excess of receipts over the capital value of the annuity at 
the time of the gift. 

There is one instance where it is difficult to agree with the author. 
Having shown by example on page 197 that the day of decedent’s death 
is not to be included in putting his income on an annual basis under 
section 226 (c), the author then states on page 200 that it is to be included. 
The example quoted is from I. T. 1251 (not I. T. 1250 as stated in th: 
text), and I. T. 1578, which is the author’s authority for his inclusion of 
the day of death, specifically states that I. T. 1251 is in part overruled. 
The author’s conclusion that “the entire day of the decedent’s death i: 
to be included in the decedent’s return for a fractional part of a year” 
seems too broad to be accurate. It is included solely for the purpose oi 
calculating the fractional part of the year lived. It is not included for: 
the purpose of ascertaining income when decedent reported on a cas!: 
basis, for a dead man can receive no income. Here is a case where wha‘ 
is essentially income fails to be taxable income for either the deceden: 
or his estate. Perhaps it might be advisable for persons well along ii 
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years to make their returns on a cash basis. Weeks v. Sibley would pre- 
vent any effective objection to this, if otherwise proper, on the ground 
that the taxpayer’s motive is to reduce or avoid taxation in the future. 

The typography of the book is excellent. At the beginning of each 
chapter is a table of contents for it, and each page shows the chapter 
number and carries a headline indicating the general topic. This latter 
expedient is helpful except when the proofreader slipped a cog and left 
the heading “Federal Estate Tax” on each page of the chapter concerning 
the capital-stock tax. This gives one a momentary jolt if he opens at 
random to this chapter but no one should treat the book so casually. It 
is one to be studied rather than opened at random. 

In view of the speed with which it was printed there are amazingly 
few misprints. Not at all by way of criticism but rather as a sort of 
voucher that the reviewer at least scanned the book, it will be noted that 
page 1881 shows I. T. 1823 as 1923. On page 22 “require” becomes 
“acquire.” Section 216 (a) (1) of the act is slightly misprinted, and 
footnotes on pages 231, 291, and 1513 fail to show the correct citations 
(which, however, can easily be ascertained by reference to the table of 
cases). Speaking of citations, why not avoid abbreviations which are 
neither explained nor obvious to a layman? When names of litigants 
appear and the citation is such as 278 Fed. 363, it may be assumed that an 
intelligent reader will understand it, but most laymen and perhaps a few 
lawyers will fail to recognize R. C. L. as used in footnotes on pages 
40 and 254. 

Harotp DupLey GREELEY. 





FINANCIAL AND OPERATING RATIOS IN MANAGEMENT, by 
James H. Buss. Ronald Press Company, New York. 396 pages. 


The cover of this book states that the purpose of this volume. is to 
show “how to derive the characteristic ratios of an industry and use 
them as comparative standards of managerial efficiency.” 

The contents themselves prove that this purpose is fully achieved. 

Although the author is himself a certified public accountant, the 
position he assumes is not that usually occupied by writers on accountancy. 
As a rule the necessities of the case require such authors to regard accounts 
from the outside; in this instance the writer addresses his readers from 
the inside. In other words, while writing with the knowledge of a trained 
accountant, he writes as an experienced manager and tells what he, as 
such manager, requires and what he learns from the facts submitted, while 
the accountant is shown what to prepare and how to prepare it. 

This condition not only gives the book a high value but to members 
of the profession lends a certain charm which is unusual and adds greatly 
to the pleasure of reading. 

The book consists of 387 pages, with four pages of preface and eight 
pages of index. The volume is divided into two parts, the first of which 
contains 28 chapters of discussion and description, while the second part 
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contains a valuable set of statistics arranged to illustrate the text; there 
being two chapters describing the method of the survey and the use to be 
made of it, together with ten chapters each containing exhibits illustrating 
the various chapters in part I. The book might truthfully be described 
as containing instructions in the construction and use of measures to 
gauge the efficiency of business. 

Throughout the book there appear sentences, while frequently truisms, 
will impress themselves upon any practising accountant. For example: 
“A business realizes full value out of its accounting and statistical costs 
only as the information produced by them is reliable, promptly available 
and is useful to and used by the management.” And again, “Accounting 
and statistics should be thought of not merely as a record of past trans- 
actions.” The larger purpose is to point out to business men those things 
in their affairs requiring their attention. 

The first five chapters cover a general discussion on business condi- 
tions and statistics which constitute a measure by which changes in those 
conditions may be gauged. 


The sixth chapter gives a list of the principle of such measures, viz.: 


MEASURES OF EARNINGS: 
The relation of surplus net profits to net worth. 
The relation of surplus net profits to volume of business. 
The earnings on common stockholders’ investments. 
The relation of operating profits to total capital used. 
The relation of operating profits to volume of business. 
The relation of gross earnings to volume of business. 


MEASURES OF COSTS AND EXPENSES: 
The relation of costs and expenses to volume of business. 
The relation of property expenses to investment and sales. 
The cost of borrowed capital. 
The cost of total capital employed. 


TURNOVERS : 
The turnover of total capital employed. 
The turnover of inventories. 
The turnover of accounts receivable. 
The turnover of fixed property investment. 


FINANCIAL RELATIONSHIPS: 

The working capital ratio. 

The manner in which capital is invested. 

The sources from which capital ds secured. 

The proportion of earnings left in the business. 

In addition to the foregoing, there are other important measures 
of efficiency, applicable to most industrial businesses, among which 
should be mentioned: 

Measures of labor efficiency, such as the output per man per hour. 

Measures of machine or operation efficiency. 

The relationship of non-operating income and expenses. 

The income earned on non-operating investments, both gross and 

net. 

The income received from investments and securities in relation 

to the amount of capital tied up, 

and a chapter is devoted to each of these eighteen measures. 
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The next four chapters are devoted to the preparation, reading and 
analysis of financial statements and the preparation of statistics for 
business executives. 

Part II consists of over 150 pages of statistics relating to actual 
businesses which illustrate the principles outlined in part I. 

We are confident that all accountants will share our belief that the 
matters dealt with are of the first importance and when we say that each 
subject is well worked out and clearly stated, the high value of the work 
becomes evident. 

While it might be too much to say that the author has taken a new 
line, it is well within the mark to say that he describes a field to which 
too little attention has often been paid in the past. 

The mere preparation of a balance-sheet and profit-and-loss account 
is but one of the useful purposes to which a well-designed, properly- 
maintained set of accounts may be put, but it is comparatively seldom that 
the proprietors extract all the assistance which is at their service. On 
the other hand, accountants do not always show in their reports all the 
information which they have or could have acquired in the conduct of 
the examination. 

“Financial and operating ratios” shows what information should be 
given; it shows the accountant how to prepare it and the proprietor how 
to use it. 

It is without doubt the most comprehensive study of “turnovers” and 
“ratios” which has appeared. Increasing competition is forcing a close 
attention to these subjects and anyone having to deal with them is depriv- 
ing himself of valuable assistance if he does not keep this volume by him 
for ready reference. 

WALTER Muckiow. 





STUDIES IN COMMERCE—VOL. II. THE SHIP AND HER 
WORK, by Sir Westcott Asett, K. B. E. Gee & Co., Ltd., London. 
114 pages. 


The title well describes the book, which deals with the work which 
the ship is designed to do; the risks involved in its operation (illustrated 
by charts); the regulations governing its operation; its construction and 
its mechanical equipment. The author is of the opinion that oil-burning 
equipment will supersede coal-burning equipment, when a sufficient number 
of oiling stations has been established. The book is the substance of a 
series of lectures on shipping questions delivered to students studying 
for the degree of bachelor of commerce in the University of London 
during the summer of 1922. 

D. D. F. Mackenzie. 





Tipperman & Fleissig announce the opening of offices at 30 East 
42nd street, New York. 
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American Institute of Accountants—Minnesota Chapter 


A meeting of the Minnesota chapter of the American Institute of 
Accountants was held at Minneapolis on December 20, 1923. There were 
many interesting discussions, among which were the following: The 
Relation Between the Banker and Accountant, by Alexander Wall, 
secretary of the Robert Morris Associates; Auditors’ Certificates, by C. R. 
Whitworth of Touche, Niven & Co. The meeting was an entire success, 
being attended by approximately 60 persons. 





Patterson, Teele & Dennis announce the dissolution of their Wash- 
ington partnership, Frank Lowson and John Dawson resuming practice 
under their former firm name of Lowson & Dawson, with offices at 
suite 901, 815 Fifteenth street, N. W., Washington, D. C. R. Kemp 
Slaughter will continue as resident partner of Patterson, Teele & Dennis, 
with offices at suite 302, 815 Fifteenth street, N. W., Washington, D. C. 





Bradley A. Dusenbury and Frank F. L. Lange announce the forma- 
tion of a partnership under the firm name of Dusenbury & Lange, with 
offices at 15 Park Row, New York; Port Chester and Albany, New York. 





. Harry C. Izard and Roy C. Fischer announce the formation of a 
partnership, practising under the firm name of Izard & Fischer, with 
offices in the Tower building, 604 Olive street, St. Louis, Missouri. 





Welch & Hastings announce the admission to partnership of Theodore 
A. Crane, and the opening of an office in the Globe Indemnity building, 
22 Washington place, Newark, New Jersey. 





W. Paxton Little and Howard F. Farrington announce the formation 
of a partnership under the firm name of Little & Farrington, 228-9 Gluck 
building, Niagara Falls, New York. 





Lybrand, Ross Bros & Montgomery announce the opening of an office 
in Cincinnati, Ohio, in the Mercantile Library building, 414 Walnut street. 





George Armistead & Co. announce the removal of their offices to 
suite 1011-12, State National Bank building, Houston, Texas. 





Kohr, Brubaker & Fisher announce the removal of their offices to 
1675-77 Union Trust building, Cleveland, Ohio. 





Lewis, Murphy & Co. announce the removal of their Boston office 
to suite 961, Park Square building. 





Meaden & Welsh announce the removal of their office to 801 Swetland 
building, Cleveland, Ohio. 
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William C. Heaton, Paul A. Cullinan and John J. Helmus announce 
the consolidation of the practices of William C. Heaton and Cullinan & 
Helmus. They will continue practice in the Strauss building, 565 Fifth 
avenue, New York, under the firm name of Heaton, Cullinan & Helmus. 





_ 


H. M. Epstein and Oscar J. Sufrin announce the formation of a 
partnership, practising under the firm name of Epstein & Sufrin, with 
offices in the Marbridge building, Broadway at Thirty-fourth street, New 
York, and 327 Mills building, Washington, D. C. 





Henry M. Thomson, Arville R. Cooper, John C. Thomson and Homer 
N. Irwin announce the opening of offices, under the firm name of 
Thomson, Cooper & Thomson, at 1110 C. C. Chapman building, Los 
Angeles, California. 





The Gooding Audit Co. announce that Jas. R. Graham has been 
admitted to partnership, and that the practice will be continued under the 
name of Gooding, Graham & Co., with offices at Columbia and Charleston, 
South Carolina. 





Joseph H. Muller, Herbert A. Leister and A. G. Hensel announce 
the formation of a partnership, practising under the firm name of Muller, 
Leister & Co., with offices at 308 Chestnut street, Philadelphia, Pennsylvania. 





John F. Byrne, A. F. Lindberg, Joseph T. Byrne and I. A. Lindberg 
announce the formation of a partnership under the firm name of Byrne, 
Lindberg & Byrne, with offices at 30 Broad street, New York. 





Hadfield, Rothwell & Soule announce the opening of offices in the 
First National Bank building, Main and State streets, Bridgeport, Con- 
necticut, with Mr. Frank E. Soule as resident partner. 





William J. Forster and Frederic Worfolk announce the formation of 
a partnership, practising under the firm name of William J. Forster & 
Co., with offices at 15 East Fortieth street, New York. 





Bartholomew I. Healy and Frederick W. Landers announce the for- 
mation of a partnership under the firm name of Healy & Landers, with 
offices at 647 Main street, Hartford, Connecticut. 





Stevens & Tremble announce the opening of offices. at 120' Liberty 
street, New York. 
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